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THE VARIABLE ANNUITY: PROBLEMS 
AND PROSPECTS 


VARIABLE ANNUITIES* 


M. ALBERT LINTON 
Provident Mutual Life Insurance Company 


THIS AUDIENCE does not need to be told that our subject today is 
controversial. Much has been said on both sides. Life insurance 
companies divide sharply on the issue and the investment bankers 
' and brokerage firms take a dim view of the entry of the companies 
into the variable annuity field. Even the name “variable annuity” 
| has proved controversial. Earlier this year three learned life insur- 
| ance lawyers prepared an article for the summer issue of the Jour- 
| nal of the American Society of Chartered Life Underwriters, review- 
| ing the history of the word “annuity,” its usage in insurance prac- 
tice, and its meaning as set forth in court decisions. They concluded 
that the word “annuity” could not properly be used in connection 
with a series of periodic payments that were not uniform in amount. 

They felt that the title “variable annuity” was dangerous in that 
it would mislead the average man and cause him to buy something 
which would later let him down, and consequently the whole busi- 
ness of life insurance could be brought into disrepute. True, the 
highly intelligent professors in our colleges had been permitted to 
' invest in variable annuities issued by the College Retirement Equi- 
ties Fund (CREF), a subsidiary of the Teachers Insurance and 
Annuity Association. They would be conditioned to expect fluctuat- 


* This paper by Albert Linton and the following paper by Paul W. McCracken were 
presented at a meeting of the American Finance Association in New York City on De- 
cember 28, 1955. The program was under the chairmanship of Mr. George T. Conklin, 
Jr., The Guardian Life Insurance Company of America. Space does not permit printing 
of discussions. To get supplementary background, readers may be interested in an ear- 
lier article entitled “A New Approach to Retirement Income” by William C. Greenough 
which was published in the Journal of Finance, Volume VII, No. 2, May, 1952. Copies 
may be obtained upon request from TIAA. 
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ing annuity payments and would accept the instability with equa- 
nimity. Even at that, a professor had to be safeguarded by being 
compelled to invest in a regular annuity at least as much as he in- 
vested in the variable annuity. But for the average mortal it would 
be altogether too dangerous to allow him to buy anything called an 
annuity—no matter what qualifying adjective might be used—un- 
less the periodic payments were fixed dollar amounts, not subject 
to variation. 


THE VARIABLE ANNUITY—ITsS NATURE AND OBJECTIVES 


In case anyone here does not know what a variable annuity is, a 
brief description would be in order. Although such an annuity can 
be set up for purchase by a single premium payment, it is usually 
purchased by a series of periodic premiums extending over a series 
of years until retirement occurs and the annuity payments begin. 
During this accumulation period the premium payments are in- 
vested in common stocks as are the dividends received on the stocks. 
When the time comes for the annuity to begin, the number of ac- 
cumulation units standing to a participant’s credit are made up of 
the units originally purchased by the premium payments, augmented 
by his share of the units purchased by the dividends. Frequent 
valuations of the stocks owned by the company are made, thus de- 
termining the periodic values of the individual units. These values 
are used to determine the prices at which units are acquired within 
the company. Thus far there is nothing especially new or original 
about the plan. In a general way it resembles the operation of a mu- 
tual common stock fund when shareholders, instead of taking in 
cash the currently distributable income and capital gains, leave 
them with the fund to be invested in additional shares. 

When the time arrives for the accumulation standing to a par- 
ticipant’s credit to be turned into a variable annuity, the practice 
diverges from that employed in the case of regular annuities which 
provide for guaranteed fixed amounts, payable periodically for as 
long as the annuitant shall live. For example, a participant retiring 
in his late sixties may find that each $1,000 accumulated will pro- 
vide a regular life annuity of $7 a month. 

At this point the variable annuity plan makes use of a new unique 
principle. To provide the variable annuity, the accumulation in 
units is applied to provide an annuity of so many units (not dollars), 
fixed in number, payable periodically for the lifetime of the an- 
nuitant. Such an annuity is calculated on an actuarial basis involving 
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mortality, interest, and expense assumptions in a manner compa- 
rable to the calculation of a regular annuity. 

Thus, for example, an accumulation of 1,000 units might provide 
a life annuity of 7 units a month. If the units were of constant value 
of say $10 each, the annuity would be $70 a month. However, there 
is no guaranty as to what the units will be worth from time to time. 
Hence the origin of the descriptive term “variable.” In CREF the 
value of the units is determined once (March 31) each year and ap- 
plies unchanged to the units for the succeeding twelve months. The 
accumulation units at the commencement of the annuity are trans- 
ferred to the annuity fund, all of which is still invested in common 
stocks. 

Throughout the operations of the plan the values of the individ- 
ual units will depend upon (1) the dividends received, (2) realized 
capital gains and losses, (3) the mortality experienced, and (4) the 
expenses of administering the fund. As of any particular date the 
values of the shares will also be dependent upon the then current 
market values of the stocks in the fund. Because the annuity from 
start to finish is so dependent upon common stocks, variable annui- 
ties are frequently called “equity annuities.” 

A strong objection raised by those opposed to variable annuities 
in principle and to the name in particular is that contracts such as 
those issued by CREF relieve the issuing company of the disciplines 
imposed upon companies issuing regular annuities. Under a regular 
annuity, the annuity payments the annuitant will receive following 
the accumulation period are guaranteed by the issuing company. If 
the contract is participating, so-called “dividends” may be paid, 
thus either reducing the current premium cost or increasing the fu- 
ture annuity benefits. The basic characteristic of the contract, how- 
ever, is that the issuing company, not the annuitant, assumes all the 
risks of investment losses, falling interest rates, improving mortality 
and rising expenses. Thus for the annuitant it is a one-way street. 
The returns can be better than the guaranty but never worse, as- 
suming the solvency of the issuing company. 

In a company like CREF the situation is quite different. The 
risks above mentioned are all borne by the annuitant. There are no 
guaranties as to what he will receive in dollars in return for his 
premium payments. He may gain handsomely or he may lose dis- 
tressingly. With companies operating in this manner it is bound to be 
difficult to set up satisfactory tests of solvency and performance 
other than those provided over the years by the results of the opera- 
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tion. This is quite at variance with usual life insurance practice 
where specific solvency tests can be applied. And if like CREF there 
are no cash or loan values, the annuitants are “locked in,” thus put- 
ting an unusually heavy responsibility upon the supervising authori- 
ties. 

What is the primary objective of the variable annuity? It repre- 
sents an attempt to solve the problem presented to annuitants by 
the fluctuating value of the dollar. This objective is popular because 
of the fear of inflation which has been intensified by the events of 
World War II and its aftermath. It is felt that annuities which 
fluctuate with the stock market are more likely to meet the problem 
of inflation on the theory that the cost of living and common stock 
prices will follow each other with reasonable closeness. Thus it is 
felt that as a means of safeguarding the purchasing power of the re- 
tirement income resulting from an annuitant’s savings, a variable 
annuity will serve him better than a fixed payment annuity. 

Another reason advanced for the variable annuity is that the re- 
turns on the premiums paid are likely to be greater than under regu- 
lar annuities based on debt securities. It is argued that by investing 
in common stocks, especially during the accumulation period, the 
participant shares in the growth of our basic industries. Consequent- 
ly when the time comes for the annuity to begin there will be more 
in the fund than in the case of regular annual premium deferred 
annuities. Whether this will prove to work out as anticipated re- 
mains of course to be seen. Be that as it may, the desire to achieve 
a large investment return is one of the arguments for the variable 
annuity. 

However, it is doubtful if that motive alone would have been 
enough to have brought the variable annuity into being. It would 
be more likely to have resulted in plans utilizing common stocks 
during the accumulation period, followed by retirement annuities of 
the fixed dollar variety. There can be little doubt that the driving 
force behind the variable annuity development has been the fear of 
inflation and the belief than an annuity based upon common stocks 
under such conditions would best serve the annuitants. 


THE RECORD 


To evaluate this theory it will be helpful to plot the indices of 
the cost of living and of stock prices over the last seventy years. 
This has been done, using the indices employed by the TIAA in 
illustrating the relative characteristics of equity and fixed payment 





2m DM FL SO 


ws 





Variable Annuities 125 


annuities. In each case, prices in 1926 are taken as the base of the 
index, i.e., equal to 100. To do this for the cost-of-living index re- 
quired a simple adjustment of the latest TIAA data for which the 
period 1947-49 was taken as 100. The two graphs are shown on 
Chart I where the solid line represents stock prices and the broken 
line the cost of living. 

Contemplation of the chart makes it easy to understand why the 
research made by the TIAA and CREF revealed so many examples 


CHART I 
COMMON STOCK PRICE INDEX AND COST OF LIVING INDEX 
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where the results over various periods would have been favorable 
to variable, as compared with fixed payment annuities. If the experi- 
ence over the next generation is likely to duplicate that of the past 
thirty years, then the variable annuity principle would appear to 
have validity. As of March 31 of this year over 20,000 TIAA par- 
ticipants were also CREF participants; about 18,000 of whom were 
participating to the full extent permitted. 

From this chart it will be seen that for two short periods in the 
1880’s and 1890’s stock prices were low as compared with living 
costs. Then came a period of some twenty years when stock prices 
were relatively well above living costs. This was followed by a dec- 
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ade, greatly influenced by World War I, when living costs were on 
top by wide margins. After 1926 there was a fall in living costs with 
a reversal in the early 1930’s followed first by a relatively stable 
period and then by an extremely rapid rise resulting from World 
War II and its aftermath. Stock prices during this period gyrated 
widely. In some years the payments under variable annuities would 
have made the recipients feel on the crest of the wave and in other 
years they would have felt depressed. 

During the 1940’s there is a rough correlation between the two 
graphs. Then, just as a tendency became manifest for the cost of 
living to level off, the Korean War broke out and sent both stocks 
and living costs to higher levels. Following Korea the cost of liv- 
ing again leveled off while stocks went zooming beyond the limits 
of the chart. 

One point continually stressed by TIAA and CREF is the im- 
portance of dollar averaging over time. Thus a teacher who takes a 
CREF annuity, say at the age 35, has at least thirty years over 
which to make his premium payments. Therefore his funds are in- 
vested in stocks over a long period and fluctuations in stock prices 
have little long-run effect. It is the average that counts. It is also 
pointed out that this averaging principle continues to apply after 
retirement, when an annuitant is receiving his variable annuity pay- 
ments. However, CREF does not insist on the use of this principle 
during the retirement period. After age 60 and before annuity pay- 
ments begin, a participant may switch his annuity entirely over to a 
regular fixed payment TIAA annuity. 


THE FutTuRE Price LEVEL 


As we have seen, much of the drive to provide an annuity whose 
payments will fluctuate with the stock market derives its power 
from the basic belief that we shall have inflation in the future and 
that the variable annuity will be able to protect the annuitant’s pur- 
chasing power under such conditions. This fear of inflation may 
prove to be well founded. Certainly many outside the academic 
world share it. They say that the past is the best guide to the future. 
Just look what has happened to the purchasing power of the dollar 
in the last fifty years. 

On the other hand, before capitulating to the theory that con- 
tinued inflation is inevitable, would it not be wise to submit it to 
careful study? I am well aware that many economists believe that 
inflation over the long run is most probable. Others differ. In such a 
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situation what does the poor layman do? At least he can review the 
record, can weigh the arguments, and finally arrive at a conclusion 
that seems reasonable to him. 

Going back to the beginning of the century we find that the major 
factors in the increases in prices that have occurred since then have 
been two world wars, the second of which, of course, had the most 
effect. Had these wars not occurred there is a question in my mind 
whether the cost of living today would be much above what it was 
just prior to World War I. 

Referring back to the chart we note an increase in the cost of 
living during the first fifteen years of the century when we were at 
peace. What caused that? Economists tell us that the increase in 
prices prior to 1913 was largely the result of the enormous increase 
in the world’s gold supply coming from the newly discovered mines 
of South Africa. This increase occurred at a time when our mone- 
tary system was rapidly becoming unsuited to its needs. This made 
it difficult to control the impact of the increased gold supply upon 
prices. The creation of the Federal Reserve System in 1914 indi- 
cated the need for a change. Another influence for inflation in this 
country during that early period was a large influx of immigrants 
(over 13 million from 1900 to 1914) which caused the population to 
increase with unusual rapidity, thus increasing the demands for 
capital goods faster than they could then be supplied. 

From 1915 on, wars and their aftermath have dominated the 
scene. The question therefore arises: Are we to assume a major war 
for the next generation? With the development of nuclear weapons 
such an assumption leads to the conclusion that no financial program 
will save us. We may of course be faced with relatively minor wars 
such as the Korean conflict; but as the world becomes more and 
more knit together by modern methods of transportation and mu- 
tual interdependence, such conflicts become progressively more dan- 
gerous from the point of view of touching off the final catastrophe 
and hence may be held in leash. 

If, therefore, we can rule out a major war as a probability, what 
other forces would be likely to cause inflation in this country? In 
this connection deficit financing is frequently mentioned. This is in- 
teresting in the light of what happened in the 1930’s. At that time 
the Roosevelt administration was deeply concerned about depressed 
business activity, unemployment, and the low level of prices. To pro- 
vide income for the unemployed, prime the economic pump and help 
to raise prices, a policy of deficit financing was deliberately inaugu- 
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rated. In the matter of prices, the President stated specifically that 
every effort would be made to raise the price level to that of 1926. 
In 1933 that meant an attempt to increase the cost of living by 37 
per cent. 

In addition to employing deficit financing as one of the methods 
of raising the price level, the dollar was devalued with the same end 
in view. Let us see what actually happened to prices. In Table 1, 
1933, the low point in the depression, is taken as 100 for the three 
items indicated. 

From this table we see that with all the efforts to raise prices, the 
maximum attained was 11 per cent above the 1933 levels. Even that 
11 per cent was not held. It fell slightly and showed signs of leveling 
off in 1938-40. Then defense measures and war itself took over and 
the price level rose rapidly. 


TABLE 1 

Federal Money Cost of 

Year Debt Supply * Living 
Se ihe cused h aatwen 100 100 100 
1934..... sda ada 123 117 103 
1935... baseeues 146 126 106 
Ee 304 171 140 107 
1937.... inna 182 146 111 
. ae : 186 143 109 
ESA c<—- ae 156 107 
1940.... lh ated 215 168 108 


* Bank deposits plus currency in circulation. 


It may be suggested that the increase of $26 billion in the govern- 
ment debt from 1933 to 1940 was inadequate to accomplish the de- 
sired results. It is true that such an increase may appear relatively 
small today. However, when related to the gross national product of 
$101 billion in 1940, it corresponds to a deficit of nearly $100 bil- 
lion for a seven-year period—an average of nearly $15 billion a year 
—based upon today’s gross national product of nearly $400 billion. 
Quite a hefty deficit for any administration to incur deliberately in 
peacetime. 

An important consideration in employing deficit financing as an 
economic tool to relieve unemployment or to raise prices is the effect 
upon business sentiment. The very fact that the government finds it 
necessary to intervene actively is a danger signal to industry and 
commerce. They become uncertain about their markets and are fear- 
ful of the increased taxes that will follow increases in the govern- 
ment debt. Thus as the government spends money to provide em- 
ployment, business may curtail its capital expenditures and hence to 
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a considerable extent offset the increased government spending. For 
example, these capital expenditures are now running at a rate of 
about $28 billion a year. A reduction of 50 per cent in any year 
would be about a standoff to a $15 billion federal deficit. 

It is interesting to note what happened in the 1930’s to capital 
expenditures for new manufacturing plant and equipment. For the 
five years 1926 to 1930 they averaged about $2,260 million a year 
and for the succeeding five years slightly under $900 million. 

If deficit financing may not cause a marked increase in prices in 
peacetime why does it do so in time of war? The reason, of course, 
is that when a nation is at war a very large proportion of its produc- 
tive capacity is devoted to making things which the public cannot 
buy. As the money supply increases, the quantity of consumer goods 
and services is sharply curtailed. The result is bound to be a marked 
increase in the cost of living. Deficit financing in peacetime is alto- 
gether different. Then all but a small fraction of the productive fa- 
cilities of the country are available for the production of consumer 
goods and services in a highly competitive market. 

Furthermore, in peacetime an exceedingly powerful influence 
working against inflation is the amazing advances in productivity 
continue lly being wrought by research and technology. As a result, 
there is a reasonable chance that increasing volumes of goods and 
services can be produced to offset either the increased money supply 
resulting from deficit financing or the increases in wages. As to the 
latter, some economists, as we know, believe that wage increases 
will be forced upon industry to such an extent that price increases 
are likely to occur with great regularity. Others believe that exces- 
sive wage increases produce consequences that develop corrective 
reactions. It has yet to be proved that in the long run the forces 
making for greater productivity will be inadequate to hold inflation 
in check. 

It is interesting to observe what happened after World War II. In 
the period following its close, large increases in wage rates were 
forced upon industry, under a mistaken purchasing power theory, 
and at the same time there was a shortage of most of the things con- 
sumers wanted. Hence prices continued to rise for two or three 
years. Then in 1948 production caught up. Referring to our chart, it 
will be noted that living costs were practically level for 1948-50. 
Then came Korea and living costs went up about 15 points (11 per 
cent), after which they leveled off and have been quite steady for 
nearly four years. The figure three months ago in October was only 
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1.6 per cent above that for January, 1952, after having been 2 per 
cent above in October, 1953. 

A subject previously mentioned in connection with the effort to 
raise prices is the devaluation of the dollar. Certain theorists having 
great influence with President Roosevelt convinced him that if the 
gold content of the dollar were reduced, prices would rise, roughly 
in proportion. Accordingly, in 1934 he brought about a decrease of 
41 per cent in the gold content of the dollar. Very little happened to 
the price level. We shall have to turn to the economists to tell us 
why. Whatever the explanation, we do know that the deficit financ- 
ing devaluation mountain labored for six or seven years prior to 
1940 and brought forth an 8 per cent mouse! 

While speculating about the future we might consider some of the 
consequences of the increase in labor’s political power likely to fol- 
low the merger of the AFL and CIO. Labor’s views about taxation, 
profit margins, regulation of business, and government competition 
with free enterprise could undermine business confidence with 
marked effects on the stock market. We have seen what labor poli- 
cies did for England. This country wants none of it. At the same 
time, no one can be sure that something similar would not happen 
here if boom conditions should suffer a setback and business be 
made the scapegoat. 

In the event of a sustained decline in business activity and de- 
pressed stock prices one might expect living costs also to decline. 
However, with the power of labor so great, any substantial decline 
in wage rates and living costs would probably be delayed until the 
situation had lasted for a considerable time and unemployment had 
become serious. Bad business, vanishing profit margins, substantial 
deficit financing to provide people with work, class bitterness— 
would such conditions be inflationary or deflationary? To me, as a 
mere layman, they would look uncomfortably like the 1930’s, with, 
we fervently hope, no war to send prices skyrocketing. Fixed pay- 
ment annuities under such conditions could look awfully good. All 
of this makes me skeptical about the fundamental assumptions 
which are the driving force behind the variable annuity program. 


VARIABLE ANNUITIES AND THE INSTITUTION 
oF Lire INSURANCE 


Whatever the general attitude toward variable annuities may be, 
it appears likely that strongly backed efforts will be made by some 
life insurance companies to be permitted to issue them. The position 
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taken by the Prudential Life Insurance Company in seeking en- 
abling legislation in New Jersey is a case in point. 

One of the first problems to be solved upon entering the variable 
annuity field is that of common stock ownership by life insurance 
companies. At present this ownership is relatively small, first be- 
cause of legal restrictions and second because of the attitudes of the 
companies themselves. As an example of legal restriction, the law in 
the important state of New York does not permit a home company 
to hold more than 3 per cent of its assets in common stocks. In mak- 
ing the calculation the stocks are entered at cost. Other states per- 
mit a higher percentage. Some have no restrictions embodied in their 
statutes, any limitations being made by the regulatory authorities. 
In a few states home companies are not permitted to own any com- 
mon stocks at all. 

Another problem arising from common-stock ownership is the 
economic power that goes with it. If life insurance companies should 
materially increase their common-stock holdings, the old specter of 
concentration of economic power would probably rise to plague the 
business. For some reason the ownership of common stocks by life 
insurance companies seems to arouse more criticism than such own- 
ership by other institutions, for example, fire and casualty insurance 
companies, trust companies with heavy common stock holdings in 
their pension funds, and mutual funds. Perhaps the explanation 
harks back some fifty years when the abuses of stock ownership by 
life insurance companies led the Armstrong Investigating Commit- 
tee in New York to recommend that life companies be prohibited 
from owning common stocks. This prohibition was enacted into law 
at that time and remained in effect until 1951. 

In any event, the possible control of industry by life insurance 
companies through common stock ownership is a tough political 
subject—witness the TNEC investigation in 1939. It is something 
that must be kept in mind in connection with this whole subject of 
variable annuities. With a substantial holding of common stocks 
concentrated in a group of life insurance companies, a management 
conflict in an important industrial company and a hot proxy battle 
could produce a lively time. This would be especially true if the 
companies tended to vote the same way. With the present over- 
whelming investment of life companies in debt securities, the prob- 
lem of economic control has been practically nonexistent. 

In addition to the problems of stock ownership just reviewed, 
there is another that could easily assume major importance. It has 
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to do with the attitude of the federal government toward the project. 
During the accumulation period of a variable annuity the operation, 
as we have seen, bears a close resemblance to that of a mutual fund. 
This is even more true where the contract provides for cash surren- 
der values, and does not lock the annuitants in, as in CREF. Under 
such conditions would the federal government be likely to intervene 
and impose regulations upon the companies and their agents similar 
to those imposed upon mutual funds? As we all know, many engaged 
in the investment banking and mutual fund fields believe that by 
selling equity annuities the life insurance companies would be in- 
vading their preserves. 

There is also the question of taxation. In a mutual fund the share- 
holders each year pay federal taxes on the distributable income and 
capital gains whether or not they are taken in cash or left with the 
fund to be invested in additional shares. If the principles of taxation 
now applicable to annual premium fixed-dollar annuities should ap- 
ply to annual premium variable annuities the main incidence of tax- 
ation would be deferred until the annuity payments had begun. 
Would differing methods of taxation be likely to be continued dur- 
ing the accumulation period under two plans based upon common 
stocks where in each instance the selling arguments would stress 
large investment returns and capital gains? 

These considerations suggest a matter likely to receive more at- 
tention in the future than it apparently has up to this time. It is that 
under no variable annuity contract now being issued, or proposed to 
be issued, has there been any compulsion upon the holder of the con- 
tract to take a variable annuity when the time comes for the annuity 
to start. In CREF he has the option of taking a regular fixed-dollar 
annuity instead. In other proposed variable annuity contracts he has 
the same option, and in addition an option to take cash for his accu- 
mulation. 

These options make it possible for the so-called “variable annu- 
ity” contract not to provide a variable annuity at all. The surest 
thing about it is that during the accumulation period it will resem- 
ble a common stock mutual fund operation. After that it may be- 
come a variable annuity, a fixed-dollar annuity, or simply an accu- 
mulation withdrawable in cash. To attach the title “variable annu- 
ity” from the inception of the program is somewhat anomalous, 
especially since the variable feature is stressed so emphatically in 
the discussion and in the financial illustrations that the average per- 
son is likely to get the impression than an annuity of the variable 
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type must provide a series of variable annuity payments and noth- 
ing else. About the only sure-fire variable annuity contract would be 
one without cash or loan values, and with no alternative but to take 
a variable annuity at maturity. Even CREF does not go as far as 
that. 

All this tends to strengthen the case of those who claim that the 
variable annuity departments of companies proposing to sell such 
individual annuity contracts should be subject during the accumula- 
tion period to the kind of regulation and taxation that applies to 
mutual funds. This is an area that should be most carefully explored 
by life insurance companies before taking this variable annuity into 
bed with them. They, as well as their policyholders, might find 
themselves in an uncomfortable position and wish that their bed- 
fellow were off in a separate room of his own. 

This naturally suggests the thought that, if a company should de- 
cide to enter the variable annuity field, it would be less likely to dis- 
turb its regular life insurance and annuity operations if it handled 
the new line through a wholly owned, separate subsidiary. The 
TIAA-CREF setup involves two separate corporations. I am well 
aware that for life insurance generally the problems involved in the 
subsidiary approach are difficult and complicated. It is a matter of 
weighing the pros and cons with great care and judgment. I cannot 
help feeling that with all its problems, the subsidiary approach, al- 
though involving the most difficulties, does involve the least danger. 

It is interesting that a subcommittee of three members was ap- 
pointed by the National Association of Insurance Commissioners to 
study the subject of variable annuities. Reference to two items in 
that report will be made later. At this point I would refer to the one 
part of the report dealing with this problem of subsidiaries. On all 
other points the subcommittee was unanimous. On this point the 
vote was two to one to recommend that the sale of variable annui- 
ties be limited “to separate and distinct companies limited to such 
activity.” The full report, which is advisory only and not binding 
upon the members of the Association, was unanimously adopted by 
the Association about a month ago. 

Assuming that a life insurance company has decided to enter the 
variable annuity field, either directly or through the medium of a 
subsidiary, what about the general public? From its point of view 
would the move be a good thing? 

Taking first the field of group insurance, I believe a good case can 
be made for utilizing the life annuity technique to develop variable 
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group annuities. When a business organization sets up a pension 
plan, the first layer of protection is Old Age and Survivors Insur- 
ance. Using past experience as a guide, there is likely to be a second 
layer of fixed-dollar annuities provided either through a life insur- 
ance or a trust company. A number of cases in recent years have in- 
cluded a third layer involving equity annuity principles. This third 
layer is usually financed entirely by funds supplied by the employer 
and administered through a trust company. 

If a life insurance company were permitted by law to issue varia- 
ble annuities on a group basis, the program would be set up after 
conference and agreement upon the various details. The attitude of 
the life insurance company would be bound to have weight in this 
initial planning; and it could lend its influence toward securing a 
proper balance between fixed-dollar and variable annuities. If the 
plan in its judgment should be too heavily dependent upon common 
stocks it could refuse to participate. Therefore, the probabilities are 
favorable that in a group operation a proper balance could be 
achieved. Under such conditions it hardly seems fair to prevent life 
insurance companies, through some instrumentality, from competing 
in this area. 

An important reason for having a life insurance company in the 
picture from the point of view of the equity annuitants themselves 
is the ability of the life insurance company to insure them against 
loss from increasing longevity and higher levels of expenses. This 
means that risks attached to the annuity would be confined to fluc- 
tuating dividends from stocks and to net capital losses. CREF as- 
sumes neither the mortality nor the expense risks. To do so would 
require a considerable surplus which it does not plan to accumulate. 
Trust companies also are not in a position to assume these two risks. 
There would appear to be no valid reason why a life insurance com- 
pany in these two respects should not do under equity annuities, is- 
sued directly or through an adequately financed subsidiary, what it 
does as a matter of course under regular annuities. 

Although there would seem to be a reasonable place for variable 
annuities in the group annuity field the selling of variable annuities 
to individual prospects would be a horse of an entirely different 
color. The most dangerous situation would arise, I believe, where the 
agent represented exclusively a company issuing variable annuities 
only. Under such conditions it would be next to impossible to pre- 
vent persons from being sold contracts not suited to their circum- 
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stances. In answer to that the proponents of variable annuities say 
that people should be free to buy what they want. 

The trouble with that position is the ease of developing misleading 
selling arguments, especially when sincerely held by the salesman. 
To sell an annuity where no definite return is guaranteed, it is nec- 
essary to hold out the prospect of substantial gains. It would be only 
human for the agent to play down the possibilities of losses. He 
could make a good story out of the computations published by the 
TIAA and by the use of the right-hand quarter of our chart show- 
ing stock prices and living costs. No doubt various commercial agen- 
cies would prepare attractive illustrations based upon hypothetical 
examples. 

To say that this is no more than what the mutual funds do is not 
an adequate answer as I see it. The protection of one’s old age 
should not be based entirely upon equity investments which are 
bound to involve the risk of wide swings in market values. That is 
made clear by the methods of operation of TIAA and CREF and by 
the way equity annuities are integrated into industrial pension plans. 
The difficulties of assuring any such balanced protection when vari- 
able annuities are sold to individuals by those representing only a 
variable annuity company are obvious. 

Would the situation be any better if life insurance companies of- 
fering a full line of life insurance and standard annuities should also 
offer variable annuities for individual purchase, either directly or 
through subsidiaries? It would be a little better because the chances 
of providing a balanced program would be increased. However, some 
prospects would be so attracted by the common-stock selling points 
that they would insist upon putting everything into equity annuities. 
If later it did not work out as hoped, the company which sold the 
program would come in for severe criticism. People’s memories be- 
come very short when things go wrong and a scapegoat is being 
sought. That was amply demonstrated in the 1930’s. 

As I see it, the only way a balanced program could be offered to 
the public with assurance that it would stay balanced would be to 
have the fixed-dollar and the variable annuities mingled in the same 
contract in such a manner that they would stand or fall together. 
One-half, say, of the premiums could go into a regular annuity, the 
other half into the variable annuity, and it would be provided that 
neither could be continued alone without the other. However, at or 
near retirement the concession would no doubt have to be made, as 
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in CREF, that the annuitant, if he so elected, could switch his 
equity annuity into a regular fixed-dollar contract. 

This balanced program idea, however, would not be without its 
problems. Many prospects would be found who, because they al- 
ready had contracts of life insurance with fixed-dollar options, would 
want to add equity annuities to balance their programs. I doubt that 
even this argument would be sufficient to justify running the risks 
involved, since the fixed-dollar contracts could be discontinued. The 
reasons which make it impossible for college professors to own 
CREF annuities alone are equally cogent when carried over into the 
field of the general public. The TIAA-CREF operation should never 
be cited as a precedent for variable annuities unless there is some 
equally effective arrangement to insure a balanced program. 

Whether it would be practicable to sell to the general public only 
the type of balanced contract just mentioned is a question. Great 
pressure would be brought at times to issue the straight variable an- 
nuity, especially if the primary motive should be to take advantage 
of the mutual fund principle that operates during the accumulation 
period. Because of the serious consequences of a failure to work out 
as hoped, it would seem far safer, if variable annuities alone are to 
be sold to the general public, that it be done through subsidiaries 
which would attempt to achieve a balance through underwriting 
practices at the time the contracts were issued. 


THE PROBLEMS OF SUPERVISION 


The problems of supervision faced by the regulatory authorities 
are sure to be more difficult in the field of variable annuities than in 
the case of regular life insurance and annuities. They would be es- 
pecially difficult in the case of companies that might be set up to 
operate on the CREF principle where the annuitants are “locked 
in” and bear all the risks of common stock investments, mortality, 
and expense. However, it is doubtful that any such company could 
sell its product to the general public. 

Companies other than CREF which either have been set up to 
sell variable annuities or which propose to add them to their regu- 
lar line will provide for cash surrender values in their contracts. 
Under such conditions the contract holders could withdraw their ac- 
cumulated funds at market values, less some type of surrender 
charge, subject to an emergency six months’ delay as is the case with 
life insurance cash values. It seems clear that the presence of cash 
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values in an equity contract would tend to bring it still closer to a 
mutual fund in some of its aspects and to interfere materially with 
the long-range annuity objectives. For some purchasers the annuity 
motive might be uppermost. For others the motive of capital gains 
and higher interest yields without reference to an annuity would 
govern. 

To help weaken the speculative motive the Prudential proposes 
that cash values be in the form of three-year variable annuities. In 
the report on variable annuities, already referred to, adopted by the 
National Association of Insurance Commissioners there is a recom- 
mendation that it be made mandatory to extend cash value pay- 
ments over a three- to five-year period. In the absence of such a rule 
it is doubtful that the instalment payment provision could be main- 
tained against more prompt payment of cash values by competitors. 
Already the District of Columbia Company plans, if permitted, to 
offer lump sum cash values. 

It is possible that some company might desire to issue single pre- 
mium deferred variable annuities with lump sum cash values. If per- 
mitted to do so this certainly would seem to bring the operation 
very close to that of a common stock mutual fund and to introduce 
an unusually large element of speculation into the program, since so 
much would depend upon the level of the stock market at the time 
the contract was purchased. Much of the desirable averaging proc- 
ess during the accumulation period would be lost. 

The burdens of supervision of variable annuity companies issuing 
contracts with cash values would probably be less heavy than in the 
case of companies of the CREF type. Contract holders being free to 
surrender their contracts would not be “locked in.” However, there 
would still be difficulties in appraising management where there are 
no fixed-dollar guaranties and hence only sketchy tangible tests of 
solvency. The state supervision of life insurance companies issuing 
life insurance and regular annuity contracts with their firm dollar 
guaranties has been remarkably successful. The main reason is the 
existence of readily available and reliable tests of solvency, com- 
bined with relatively stable investments to back up the guaranties. 

In considering the problem of supervision I have tried to visualize 
what would happen in the event of a long-continued decline in the 
stock market. To illustrate, suppose a variable annuity, held by an 
annuitant young enough to be living still, had been in effect back in 
1926, paying the annuitant $100 a month. Assuming that the subse- 
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quent annuity payments had followed the index of stock prices, what 
the annuitant would have received per month each year since then 
is shown in Table 2. 

It is not difficult to visualize the showers of letters from irate and 
disillusioned policyholders that would have descended upon the su- 
pervisory authorities in the years immediately following 1929, 1937, 
and 1946. Many would have forgotten all about the warnings 
sounded at the time of sale; or if they still remembered them would 
blame the companies and the authorities for ever having sold such 
contracts in the first place. Not only would such a situation cause 
annuitants to complain to the insurance commissioners; many would 
complain also to their congressmen in Washington. What a wonder- 
ful opportunity for those in Congress who would like to see the fed- 


TABLE 2 
1926......... $100 1936......... $111 ee. 
. ee 118 1937... ° 112 Se 
1928 ga 150 = 83 ee. 
1929 —. 1939 ; 90 on Ee 115 
1930 ; 150 1940 a oo A ae, 
1931 95 1941 ‘ 76 on EET 167 
1932 49 1942 ‘ 66 mes 
1933. ‘ . 63 1943 =e 87 eo 
1934 i 72 1944.. a 95 BOON vein os oss 215 


1935....... 78 «=«:1945......... 115 

eral government take a hand in regulating life insurance! Needless 
to say, everything would have been lovely from 1949 until——I 
wonder when. 


THE VARIABLE ENDOWMENT 


To make our problems more exciting and complicated, a fraternal 
company in Connecticut early in December announced plans to is- 
sue what is called in its preliminary literature a “Variable Endow- 
ment” policy—a rather clever combination of mutual fund princi- 
ples and life insurance in a single contract. There’s never a dull mo- 
ment in this field! As I understand it, a $10,000 policy of this type 
with a twenty-year endowment period would operate as follows: 
From the annual premiums a common stock fund would be accumu- 
lated and at the end of the twenty years the amount of the endow- 
ment would depend upon the market values of the securities then in 
the fund. The amount would not be guaranteed and might be more 
or might be less than $10,000. Fixed-dollar or variable annuity op- 
tions would be available for settlement of the proceeds. 

The premiums for the contract would also include a charge for a 
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fixed-dollar death benefit of $10,000. If death should occur during 
the twenty-year period this guaranteed amount would be paid along 
with the redemption value of the accumulated variable endowment 
units. There would be automatic extended insurance non-forfeiture 
values (with pure endowment if the cash value were large enough) 
and cash values after three years. These values would be “variable 
depending on the available fixed-dollar redemption amount of the 
cash surrender values.” 

Examining this proposed contract, it would appear to resemble a 
mutual fund operation in its endowment features and a regular life 
insurance contract in its death benefit and non-forfeiture provisions. 
Certainly it would involve life contingencies to a greater extent than 
do variable annuity contracts. It would introduce a type of mixed 
life insurance protection in that the death benefit would consist of a 
fixed-dollar amount plus a variable amount representing the accu- 
mulation to the date of death under the endowment feature, the 
value of which would depend upon the prices of stocks at the time. 
It is an interesting adaptation of the variable principle. With skilled 
promotion it could be made to appeal to many who lean toward the 
“salvation through common stocks” idea. We shall see what we shall 
see. 

One aspect of this new policy is the sharp drop in the life insur- 
ance protection that would occur at maturity. For example, just be- 
fore the end of the endowment period, the death benefit in the fore- 
going example would be $10,000 plus the value of the accumulated 
fund. When the end of the endowment period had been reached it 
would simply be the accumulated fund. 

One reason sometimes advanced against the life insurance busi- 
ness having anything to do with variable annuities is that to adopt 
them would be to imply that the life insurance companies believe 
that the fight to prevent inflation is a losing one. On several occa- 
sions the business has gone on record against policies leading toward 
inflation and has supported policies designed to hold inflation in 
check. If life insurance agents should be going up and down the 
country using as a potent argument for the sale of variable annuities 
that inflation is likely, would the consequences be wholesome? 


CONCLUSION 


When first invited to prepare a paper on variable annuities I 
doubted that I was a person they were looking for. Not having ar- 
rived at a conclusion, I did not know where I would come out after 
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careful study of the subject. The reply was that this would be an 
asset rather than a liability. Hence this attempt to weigh the pros 
and cons of this intensely interesting subject with its far-reaching 
ramifications. 

As you have seen, I felt it important first to inquire into the fun- 
damental assumptions that have given the greatest impetus to the 
variable annuity movement. As a result, I question the basic thesis 
that the future will duplicate even closely the results of the last 
twenty years as far as the relationships between living costs and 
common stock prices are concerned. 

Even with a reasonably stable cost of living, severe and sustained 
declines in the stock market can take place. It will be recalled that 
the collapse of the stock market in 1929 and the great depression of 
the 1930’s followed relatively stable living costs in the seven years 
immediately preceding them (96.3 and 96.8 at the beginning and 
end, 100 in the middle). In fact, it was the long-sustained period of 
prosperity, accompanied by such minor fluctuations in living costs, 
that had much to do with the development of the belief that we had 
mastered the business cycle and entered a new era. We seem to be 
dreaming something like that today. We hope the dream will come 
true and not prove to be as false as it did before. The uncertainty, 
however, makes it important that if equity annuities are to be sold 
a proper balance with fixed-dollar annuities should be insisted upon. 

In the field of pensions for groups of employees we have already 
noted a growing tendency for trust arrangements to be set up pro- 
viding a top layer of protection in the form of equity investments. 
It would appear reasonable and fair to permit life insurance com- 
panies to employ the variable annuity principle in the same field, 
especially since there is a good chance that properly balanced pro- 
tection can be insisted upon and enforced. If any type of variable 
annuity is to be issued by a life insurance company on a segregated 
fund basis, this group type would appear to involve the least risk. 

When it comes to individual contracts to be sold to the general 
public it would be with the greatest reluctance that I would bring 
this type of business into the company on a segregated fund basis. 
If there seemed to be no way of avoiding doing something of that 
kind I would want to limit the business to a single inseparable con- 
tract under which a fraction, but not more than one-half, of the 
premiums could go into a variable annuity. Even then I believe the 
probability of serious trouble would be great. It is noteworthy that 
the previously mentioned report adopted by the Insurance Commis- 
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sioners Association recommends that any special legislation that 
may be required should specify “that a balance between fixed-dollar 
income and variable annuities be achieved and maintained.” 

The result of all these considerations leads me to the conclusion 
that the probabilities are great that it would be an unfortunate day 
for life insurance and particularly for state supervision of the busi- 
ness (which the business rightly considers vitally important) if life 
insurance companies should include this essentially mutual fund 
principle among their offerings to the general public. The institution 
of life insurance has too much at stake after long years of outstand- 
ing service to its policyholders to allow its position to be under- 
mined by what at best would be but a side issue. Its paramount bus- 
iness is life insurance and annuity services on a fixed-dollar basis— 
a field in which it stands unrivaled. If it should appear desirable to 
offer variable annuities, variable endowments, or variable other 
things, it would appear to be far less hazardous to do it through the 
use of subsidiaries. About two weeks ago the executive committee of 
the important American Life Convention, with a membership of 250 
life insurance companies, favored the subsidiary approach if varia- 
ble annuities are to be offered to the public. 

All the time I have been working on this subject I have been 
wondering whether we are dealing with something that is basically 
the product of the prolonged bull market of recent years. Will it 
go with the wind if there should be a sustained decline in the market 
either with or without a decline in living costs? Time only will tell. 











ARE VARIABLE ANNUITIES THE 
ANSWER TO INFLATION? 


Paut W. McCracken 
University of Michigan 


THE MAJOR REASON for interest in variable annuities stems from the 
possibility that they would provide one answer to the problem of 
hedging against price inflation. Two questions are, of course, in- 
volved. Would these, in fact, provide a reasonably adequate hedge 
against inflation? Is the prospect for chronic price inflation serious 
enough to warrant this substantial departure from financial ortho- 
doxy? 
I 


The issues involved in this first question have been at the focus of 
many discussions in the financial community. Two or three conclu- 
sions seem obvious. Funds invested in fluctuating-price assets will 
provide substantially more of a hedge against inflation than those 
invested in more orthodox ways. The hedge is not perfect, and indi- 
vidual situations could certainly arise where the results would work 
out badly. Stock prices and the cost of living do move conversely at 
times. The timing of benefit payments may be adverse. The selec- 
tion of individual securities may be sufficiently unfortunate so that 
a portfolio might behave worse than stock averages. 

These are, however, questions which must be explored by those 
closer to the specific problems which the financial industry might 
face if it were to move actively in this direction. My comments here 
will be largely confined to the second question, i.e., what are the 
longer-run price-level prospects? This, of course, is a fundamental 
question, and how it is answered importantly determines whether 
these other matters are academic or real-life considerations. 


II 


In the considerable amount of postwar discussion of price-level 
prospects, six reasons have emerged for expecting that we are in an 
“age of inflation,” with the long-run trend of the dollar’s purchasing 
power declining.’ 


1. The phrase is from a series of articles on “Agenda for the Age of Inflation” begin- 
ning in the Economist (August 18, 1951). Much of the material in this section appeared 
in an article “Is Price Inflation Inevitable?” Michigan Business Review (September, 
1955). 
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1. The longer-run history of the price level itself suggests this 
prospect. A chart of wheat prices in England, developed by Warren 
and Pearson, shows a rising trend from 1500 to about 1800, at 
which time wheat prices were ten times the level roughly three cen- 
turies earlier.2 This chart suggests that the declining price-level 
trend of the nineteenth century was, like the one for a century fol- 
lowing 1650, an interim reversal of a rising trend. 

More recent trends are even more disturbing. The price level in 
this country has been demonstrating an entirely new resistance to 
downward pressure. After other major wars the price level declined 
substantially and (with the exception of World War I) regained the 
prewar level. By 1816 the price level was below 1812; and by 1879 
it was below 1861.* Even after World War II the price level stabi- 
lized at roughly one-fifth below the 1920 peak.* 

This contrasts sharply with our experience after World War II. 
There has been no “postwar decline,” and even in the two postwar 
recessions, the price level was remarkably unresponsive to down- 
ward pressures. During the 1949 recession the wholesale price index 
declined 4 per cent, and in 1954 about 1 per cent. And the consumer 
price index for the recession year of 1954 averaged slightly higher 
than 1953. 

The experience in other countries is even more striking. Since 
1948, apart from a few exceptions (e.g., Belgium, Switzerland, and 
West Germany), most countries have experienced continued price 
rise greater than in the United States. 

2. The great over-riding political and social objective of full em- 
ployment is also felt by many to be inflationary. For one thing, it 
would suggest that we would not get the recession which would undo 
the price increases of the prior boom. Thus the price trend, and per- 
haps also business conditions generally, would resemble a stairstep 
pattern—rises during prosperities interrupted by intervening hori- 
zontal movements. 

One problem here is the argument that is certain to develop about 
how full employment must be to be full. Employment in 1955, for 

2. George F. Warren and Frank A. Pearson, Gold and Prices (New York: Wiley, 
1935), p. 438. 


3. According to the wholesale price index. The cost-of-living index of the Federal Re- 
serve Bank of New York after the Civil War never dropped back to the 1861 level. At 
the low point (1894-95) the index remained 16 per cent above the 1861 level. Cf. His- 
torical Statistics of the United States, 1889-1945 (Washington, D.C.: Bureau of the 
Census, 1949), pp. 234-35. 


_ 4. As measured by the consumer price index. The more volatile wholesale index stabi- 
lized at 35 per cent below 1920. 
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example, will average about three million over 1954; the length of 
the work week in manufacturing will exceed the 1950-52 average; 
and unemployment is estimated at just over 3 per cent of the labor 
force. Yet the question has been raised about whether the recovery 
from 1954 has been adequate. One result of all this could be to put 
the economy under forced draft to the point of generating real infla- 
tionary pressures in order to eliminate unemployment which does 
not actually exist. 

3. A slowly rising price level would have certain advantages. It 
would, for example, permit a larger output. Even at relatively high 
levels of output, production can usually be stepped up more by put- 
ting the economy under a bit of forced draft. Even if this produces 
inflationary pressures, it would obviously mean more output. Since 
the amount of real output produced is a better measure of the econ- 
omy’s contribution to welfare than movements in the price index, 
putting the economy under pressure to produce at absolute capacity 
rates (even at the cost of some inflation) would seem to be in line 
with our economic welfare. This is the view which Professor Hansen 
developed earlier this year in testimony before the Joint Congres- 
sional Committee on the Economic Report.® 

4. A certain amount of inflationary pressure has been “built in” 
to our economy. An obvious illustration has to do with the auto- 
matic escalators incorporated into many labor cntracts. In theory 
these provisions need not be inflationary. In practice they are apt to 
be. 

One of the “escalators” provides for automatic increases in wage 
rates for the estimated increase in the nation’s productivity or out- 
put per man hour. But this is not a completely unambiguous con- 
cept, and there can be and are differences about how to measure this 
and what the results are. Where such differences exist, it is almost 
inevitable that union negotiators are going to press for a figure on 
the high side of the probable range. 

Moreover, a part of the aggregate improvement in productivity 
arises out of a shift from low to high productivity industries. With 
such a shift, the nation’s output per man hour increases even if pro- 
ductivity within each line of industry were to remain constant. Ii 
then wage rates are escalated upward by the increase in over-all 
productivity, cost levels must obviously rise. According to Mr. 

5. Alvin H. Hansen, “Economic Growth and Inflation,” Commercial and Financial 
Chronicle (February 24, 1955), p. 20. 


6. Cf. Jules Backman, “Wage-Productivity Comparisons,” Industrial and Labor Re- 
lations Review (October, 1954), pp. 49-67. 
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Kendrick, whose figures have been widely quoted, output per man 
hour has increased 2.1 per cent per year in the private economy, of 
which 0.27 per cent was accounted for by the farm-to-non-farm 
shift of the labor force.’ 

Even cost-of-living escalation may be inflationary, if at the time 
escalation is adopted prices are out of equilibrium (on the low side) 
relative to costs. The subsequent upward adjustment of prices to 
costs would then trip off a rise in wages rates, another rise of prices, 
etc. Furthermore, differences of opinion can arise as to whether or- 
thodox price indexes are accurately reflecting “true” price-level 
movements. With wage rate changes now based in part on move- 
ments in these indexes we must certainly expect recurring argu- 
ments about whether these indexes are understating cost of living 
changes. 

5. The major reason for concern about the long-run price level, 
of course, has to do with whether annual “rounds” of wage increases 
will be too large to be compatible with stable costs and prices. Over- 
all productivity is generally assumed to be improving at the rate of 
2 to 3 per cent per year. If labor contracts result in wage increases 
substantially in excess of this figure, persistent upward pressure on 
cost-price levels will be the result.* We must then make a hard 
choice between a persistent deterioration in the purchasing power of 
the dollar or sufficient unemployment to neutralize the power of or- 
ganized labor to exact these increases. 

Our postwar experience is somewhat less than reassuring on this 
matter. Since 1946 hourly earnings in manufacturing have risen at 
the rate of 6.2 per cent per year, at least double the rate at which 
productivity is assumed to be increasing.*® And negotiations in 1955 
have produced new contracts calling for an increase of roughly 10 
per cent in some key industries. Here clearly is a major new force in 
the American economy. 

6. Curiously, one of the more obvious and important reasons for 
concern about the long-run price level is one of the less frequently 


7. John W. Kendrick, “National Productivity and Its Long-Term Projection” in 
Long-Range Economic Projection (National Bureau of Economic Research, 1954), p. 
94. The farm-to-non-farm shift accounts for only a part of the inter-industry shift di- 
mension. The 2.1 per cent is derived from a trend for the years 1909-41, but the trend 
fits postwar years reasonably well. 


8. A particularly careful exploration of this whole problem can be found in Sumner H. 
Schlichter, “Do Wage Fixing Arrangements in the American Labor Market Have an In- 
flationary Bias?” American Economic Review (Proceedings, May, 1954), pp. 322-45. 


9. And the rise in total wage costs per hour has undoubtedly been somewhat greater 
than this because of the relatively greater incidence of fringe benefits. 
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mentioned—the possibility of war, or at least recurring military op- 
erations on a limited scale. Most major price inflations in this coun- 
try have been associated with wars. The Korean military operation 
produced a 15 per cent permanent increase in the American price 
level. 

What the nature of these matters may be in the future may well 
be no clearer to financial people than it apparently is to those in the 
diplomatic or military professions. What is clear is that financial 
policies based on the assumption that wars shall be no more are a 
little less than completely realistic. 


III 


In spite of the very persuasive case which can be made for the 
view that a rising price level is inevitable, the case is not completely 
established. There are some things to say on the other side. 

1. The history of prices is not, I think, particularly conclusive. In 
the nineteenth century the price-level trend was down, as it was in 
the seventeenth century. Price movements are the resultant of price- 
making forces. An analysis of the way these forces will probably 
work themselves out in the future gets us closer to answering the 
question about price-level prospects than assuming that the future 
will reproduce the patterns of the past. 

2. The power-of-organized-labor argument is admittedly a strong 
one. The “excessive” wage increases in the postwar period do not, 
however, prove the case. Unions were themselves negotiating in an 
inflationary environment. This meant for them two things. They 
were under rank-and-file pressure to recoup purchasing power being 
lost by price inflation. And the ease with which businessmen knew 
they could pass along cost increases in the form of higher prices 
moderated correspondingly any inclination to resist large wage de- 
mands. Professor Morton has pointed out that unions are obviously 
always going to be pressing for large wage increases. How much 
they get will depend importantly on management’s appraisal of the 
ease with which pressures on profits from increased costs can be re- 
lieved by higher prices. And this depends importantly on whether 
purchasing power generally tends to be excessive, on fiscal and mon- 
etary policy. 

Or, to use Professor Friedman’s apt figure of speech, the postwar 
period does not tell us to what extent unions were the thermometer 
registering the heat or the furnace producing it. Would unions press 
for “excessive” wage increases even if it were known that fiscal and 
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monetary policy would hold firm and unemployment would result? 
Or how strong would management’s resistance to “excessive” wage 
increases be if they felt they could not be sure of relieving the pres- 
sure on profits by an increase in prices? The answers to these ques- 
tions are by no means certain. 

3. The advantages of a slowly rising price level are apt to be 
more apparent than real. It is doubtful, it seems to me, if persistent 
price inflation in the United States would contribute much to inter- 
national financial equilibrium. The net result would be, in all prob- 
ability, an even greater price inflation within other major countries, 
with differential rates of price-level movements continuing to pose 
exchange problems. 

More importantly it is doubtful if it would mean more output and 
a higher standard of living in the long pull. An economy under 
forced draft is an economy of labor shortages, labor hoarding, and 
a tendency for the marginal productivity of labor to decline. And 
the easy markets produced by such inflationary conditions corre- 
spondingly reduce pressures for cost-reduction measures, new prod- 
uct development, and market and product research generally. There 
are many illustrations of where improved products and retooling 
with better equipment were forced by the demise of the inflationary 
markets. 

Undoubtedly by putting the economy under forced draft the im- 
mediate result can be some increase in output. But this may come 
at the expense of slowing down those forces which work for rising 
productivity and living standards in the long run. 

4. It seems quite unrealistic to think that a slowly rising price 
level can be kept slowly rising for very long, once it is assumed to 
be a part of public policy. A major adverse dividend of price infla- 
tion is the injustice of its uneven impact on different groups. And 
the gains and losses do not correspond very closely to the relative 
importance of the contributions being made to economic activity. 
There is sufficient sensitivity to this problem of equity so that an 
age of inflation would quickly produce demands for ways to assure 
that the economic position of different groups would not be wors- 
ened. Indeed during the last decade we have had proposed, from 
eminently responsible sources, price escalation for wages, Series E 
bonds, pensions, depreciation charges, annuities, etc. 

Such widespread price-level escalation would certainly produce 
one of two results. These escalators might result in a more and more 
rapid inflation. The rise in the price level during an inflation is, of 
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course, nature’s way of extinguishing excess purchasing power. But 
if the process of extinguishing the excess purchasing power sets in 
motion machinery to restore the extinguished purchasing power, 
through generalized price escalators, a price level which starts out 
rising slowly will rather quickly pick up speed. That this is so may, 
of course, lead to the opposite result—arrangements where no one 
loses (or gains) position by price inflation might stiffen public sup- 
port of basic policies needed to avoid inflation. 


IV 


These considerations lead me to certain conclusions about the 
question we are considering at this session of our Association meet- 
ings. 

1. The best objective of public policy remains a stable price level. 
The advantages of a slowly rising price level are most apt to be 
gained when there is public fear of a deflationary trend. The im- 
mediate postwar period is a classic illustration of this situation 
where a price inflation was inevitable, accompanied by pretty gen- 
eral depression-mindedness. One dividend from that whole experi- 
ence was a sharpened sensitivity to the problems inflation produces, 
and for measures to relieve these problems. An orderly, continuous 
rise in the price level in short is quite improbable. 

Moreover, whatever the short-run gains in output from putting 
the economy under pressure, the longer-run result would be a reduc- 
tion in the vitality, flexibility, and capacity for growth of the econ- 
omy. An economy always operating at the absolute top of its phys- 
ical capacity is not apt to be the one making most rapid progress 
through time. 

2. But the problem faced by the financial community is not only, 
or even perhaps primarily, what the nation’s price-level policy ought 
to be. For planning purposes, a more pressing question has to do 
with what the price level will actually do. And the reasons for ex- 
pecting an upward trend in the price level are substantial—the prob- 
ability of recurring military operations; the size of annual wage in- 
creases; the public pressures not for inflation but for programs 
which produce inflation as a side effect. It seems clear, therefore, 
that the financial community cannot avoid asking what the implica- 
tions for it are of a potentially inflationary economy. 

If there should arise general concern about the future of the 
price level, the financial community would have no alternative but 
to endeavor to offer assets less exposed to loss of purchasing power 
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from inflation. The reason is simply that there would be fewer tak- 
ers for conventional insurance policies, pensions, annuities, bonds, 
and other financial instruments, which achieved orthodoxy during 
an era when the purchasing power of the dollar could be assumed to 
be relatively stable in the long run. Therefore, the price of staying 
in business would be to offer to customers the kinds of instruments 
and obligations which would seem to meet the needs of the times. 

Moreover, financial institutions have not only a selfish interest in 
the matter but also a social responsibility for entrepreneuring new 
ways to assure their customers’ financial position in real terms. The 
need for an adequate provision for retirement or for death and dis- 
ability protection will be no less in an inflationary era. It is equally 
clear that currently orthodox ways of handling these problems 
would not then be adequate if we could no longer depend on the 
value of the dollar. If new ways of dealing with these problems be- 
come imperative, financial institutions must provide the leadership 
in working them out for the very obvious reason that leadership can 
hardly be expected from any other source. 

But the questions are, of course, formidable. The basic require- 
ment is that promises to pay currently stated in dollars must be re- 
stated in terms of real purchasing power. Here some difficult ques- 
tions arise and no good purpose is served by pretending they do not 
exist. 

Any price-level escalator would presumably need to work both 
ways. Would people understand this during a short-run price de- 
cline—which might well occur even on a long-run upward trend? 
Obviously a major educational problem would be involved. Yet how 
could this be undertaken without being guilty of a program to un- 
dermine further confidence in the value of money? 

Maintaining the purchasing power of a pension or insurance pol- 
icy might roughly be accomplished by adding an escalator providing 
for adjustments according to changes in the consumer price index.”® 
But how could a financial institution be sure they could live with 
such a changing and uncertain liability? 

A possible compromise would be the investment of funds in some- 
thing like common stocks with the commitment to vary out-pay- 
ments tied to the behavior of assets.’ This involves the assumption 


10. It is obvious, however, that the greater the number of people who have a financial 
stake in proving that price rise has already occurred, the greater will be the pressures 
on the index computers to deviate from rigid technical standards—in order to prove that 
the inflation has already taken place, which would justify an upward revision in pen- 
sions, etc., which would create further inflationary pressures. 


11. As in the C.R.E.F. of the T.I.A.A. 
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that the value of these assets will fluctuate with the cost of living. 
This looks like a reasonable assumption (at least so long as it does 
not become too general practice), but it is only an assumption. 

My own guess is that if price-level problems become acute, pen- 
sion programs will need to couple a pay-as-you-go supplement to the 
regular funded pension. And ways of doing this ought to be explored 
for insurance programs also, although I have no competence in 
these technical matters and do not propose to offer any advice. 

3. The vexatious questions raised when we try to think through 
the problem of hedging against inflation lead to only one conclusion. 
The best approach is to see that the problem does not arise—that a 
persistent erosion of the dollar’s purchasing power does not take 
place. Otherwise the basic functions which financial institutions are 
designed to perform will inevitably suffer a loss of public esteem. A 
basic social function of our financial organizations is to facilitate 
thrift and the use of savings. Since savings and thrift would become 
less attractive with great uncertainty about their future value, even 
ingenious devices for adapting to inflation would only imperfectly 
do the job. 

The financial community, it seems to me, has been too complacent 
about the possibility of an age of inflation—on the theory perhaps 
that “our liabilities are also in dollars.” It is apparently not always 
clearly perceived that if we are in for a period of persistently rising 
prices the balance sheet may well be “safer” than the very life of 
the industry itself. 

Therefore, the financial community’s first attack on the problem 
of inflation should be at the source, vigorous support of strong pub- 
lic policies to preserve a reasonably stable dollar. Measures to make 
the existence of price inflation more palatable, essential as they may 
be, are not the basic answer for the financial community. 
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MORTGAGE CREDIT IN PERSPECTIVE 


GOVERNMENT MORTGAGE CREDIT COMMITMENTS 
AND ECONOMIC STABILITY’ 


RAMSEY Woop 
Board of Governors of the Federal Reserve System? 


A DECADE ago, I suppose a start might have been made very boldly 
on this subject with the statement that the government’s insurance 
and guaranty of mortgage loans on residential real estate has intro- 
duced a significant stabilizing element into the operation of the econ- 
omy. This general statement might have been supported with par- 
ticulars somewhat along these lines: 

1. By assuming some, all, or a large part of the risk inherent in 
mortgage loans, the government has relieved mortgage lenders of 
loss and thereby removed an important source of pressure on the 
financial system and on borrowers alike in the event of an economic 
reversal. 

2. By requiring all insured and guaranteed loans to be amortized 
by level monthly payments, by permitting large loans relative to 
property values and thus reducing the need for junior financing, and 
by encouraging borrowers to spread the payments over long periods, 
the government’s commitments have reduced the costs to home own- 
ers (and, more generally, real economic costs) of ownerships and of 
mortgage borrowing, and have removed or reduced the cost and un- 
certainty of renewal formerly so important with short-term mort- 
gages. 

3. By establishing standards of valuation (and of construction in 
the case of new houses) the government has removed or minimized 
the effects of speculative valuation and overextension of credit in 
an active market and in the same way would discourage excessive 
declines in value and restriction of credit in a weakening market. 


1. This paper by Ramsey Wood and the following paper by Louis Winnick were pre- 
sented at the annual meeting of the American Finance Association in New York, De- 
cember 28, 1955. The meeting was under the chairmanship of Fred E. Case. A third 
paper, by Wolfgang F. Stolper, discussed at the same meeting may possibly be published 
in a later number of the Journal. 


2. The views expressed by the author are his own and do not necessarily reflect those 
of the Board of Governors. 
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4. By making mortgages more readily marketable through these 
influences the government has reduced a serious imperfection in 
capital markets that contributed to instability at times in the past. 

Some might have added a fifth: 

5. By assuming rather large contingent liabilities, the government 
has also acquired a very direct interest in seeing that general eco- 
nomic policies are used in such a way as to help keep real estate 
markets sound. 

Perhaps some of you will recall that even a decade ago reserva- 
tions were being expressed on at least two of these particulars: 

On the matter of valuation procedures and standards of construc- 
tion governing FHA’s Title VI operations, questions were frequent- 
ly heard about whether they were all they should be and whether 
families were not being encouraged to engage in transactions they 
might later regret. On the matter of the government’s incentive to 
consider general economic policies in the light of their influence on 
real estate markets, two lines of approach were observable. The first 
reflected the view that the monetary and fiscal agencies were already 
giving too much weight to this consideration, and that in conse- 
quence the government might be inclined toward inflationary poli- 
cies. The second reflected the view that the government’s commit- 
ments on mortgages, if they had to be met, might seriously compli- 
cate the operation of monetary and fiscal policies at a later time. 

As the decade has passed, these relationships between the govern- 
ment’s commitments concerning mortgage credit and economic sta- 
bility have shown different aspects and have been the subject of 
both heated discussion and scholarly analysis. The first four of our 
broad descriptions of the influence of the government’s commit- 
ments would still stand, and might be stated more strongly: The 
government still assumes risk of loss, but on two-fifths of the debt 
now compared with one-fourth ten years ago; the long-term, high- 
ratio, monthly amortized mortgage has been encouraged to the point 
of now being the standard type even when not insured or guaran- 
teed; the influence of government valuations and construction 
standards is sometimes thought of as being too great; and amortized 
mortgages generally are more readily marketable now than ever 
before. 

Concerning the first of our reservations of a decade ago, although 
mortgages have certainly been foreclosed, it is hard to think of a 
period in our history when regrets about real estate transactions 
engaged in have been so few. Some would say there have been many 
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more regrets about transactions abstained from. The second reser- 
vation—the relation between government credit commitments and 
general economic policies—is still a matter on which debate is com- 
mon, and the position taken on it frequently depends a great deal 
on the point of view toward another issue, namely, the contribution 
that the continued and widespread strength of residential construc- 
tion during the decade has had on the high and relatively stable 
level of economic activity generally. 

In this decade, many other changes have occurred, and two of 
them should be taken account of here in considering the influence 
of the government’s commitments concerning mortgage credit on 
general economic stability. 

The first is that the safety and liquidity of claims of the public 
on financial institutions have been further underwritten by the gov- 
ernment. Part of this development is that the dollar amount of de- 
posits in commercial and savings banks that is insured has been 
raised, and another part is that the capital invested by the public in 
savings and loan associations has come to be regarded in practical 
effect as entitled to the same degree of liquidity as demand deposits 
in commercial banks. If we consider the more than $40 billion of 
conventional residential mortgage debt held by savings and loan as- 
sociations, commercial banks, and savings banks as involved in gov- 
ernment commitments to maintain safety and liquidity of funds in 
those institutions we find that about four-fifths of all debt on small 
properties is rather directly underwritten by the federal government 
on either the asset or the liability side of the ledger. 

The second important change is that the Employment Act of 1946 
states the policy that the federal government has a direct responsi- 
bility to preserve and promote conditions favorable to economic 
stability at high and rising levels of real economic output. Influenc- 
ing the level of residential building is regarded as one of the ways in 
which this policy can be made effective and terms on government 
underwritten mortgages are taken to be one of the tools by which 
the level of residential building may be influenced. 

These, generally stated, are the major themes contributing to this 
discussion of government mortgage credit commitments and eco- 
nomic stability. 


REDUCTION OF REAL Economic Costs 


One of the conclusions likely to be reached from a consideration 
of our first four themes is that real costs of owning, borrowing, 
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building, and investing have been reduced, particularly to the bor- 
rowing home-owner, but also to owners generally and to other par- 
ticipants in the real estate market. Risk of loss to investors has been 
reduced, initial and continuing costs to borrowers have been re- 
duced, speculative valuations and the costs of market imperfections 
have been minimized. All four together suggest reduction of real 
costs and thereby greater likelihood that high and rising levels of 
real output and consumption in this segment of the economy are 
that much more sustainable. 

Our four themes are interrelated, however, in complex and some- 
times seemingly inconsistent ways, and the fact of interrelation is 
at times a matter of some importance. When we consider some of 
these interrelations, the fact of reduction of real costs becomes 
somewhat less self-evident. 

One of the matters on which satisfaction has been expressed in 
recent months is that FHA and VA mortgages are traded in the 
highly integrated mortgage market we now have with little reference 
to the precise character of the property or the precise credit stand- 
ing of the borrower which serve as security for the obligation. Re- 
liance is put in the valuation and rating systems of the underwriting 
agencies—with some push supplied, perhaps, by the continuing pres- 
sures on investors to find outlets for investable funds. We need not 
question the government’s ability or readiness to make good on its 
undertakings to wonder whether or how much real costs over time 
will be less in this situation. 

The complaints that come to light occasionally at congressional 
hearings, in conversations with people associated with building and 
mortgage lending, and perhaps from a little personal observation 
may suggest that “building down to standards” has taken the place 
of an earlier “building down to the market.” Government under- 
writing has certainly not given rise to a preference for initial cost 
reduction possibly at the expense of lower ultimate and continuing 
costs, but it has in some cases provided a mighty authority for the 
practice and a handy recipient of blame. Whether marketability of 
mortgage instruments, established on construction standards that 
may come to be regarded as responsible for higher continuing costs, 
will turn out in the long run to result in lower real costs to owners, 
mortgage investors, the government, and even to builders is not yet 
clear. 

To the extent that borrowers may confuse experience with con- 
tinuing costs attributable to construction standards with the nature 
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of their mortgage undertaking, such experience may become an ele- 
ment of some importance if we should face a test of stability in res- 
idential real estate markets. Already the point of view has been ex- 
pressed that, with the mortgagee so fully protected, the mortgagor 
might be permitted a little latitude. 


STABILIZATION OF MortTGAGE REPAYMENT 


Another conclusion that might be reached from a consideration of 
our themes separately is that borrowers’ repayment of their mort- 
gage debts has been regularized, both by the amortization process 
and by removal of the need for short-term second mortgages. This 
conclusion leads to its apparent corollary that the flow of funds to 
mortgage investors has been stabilized and made more predictable, 
and this, in turn, can be thought of as assuring a dependable source 
of funds for investment in mortgages or in other channels as the 
state of capital markets from time to time may indicate. To the ex- 
tent that irregularity in the flow of investable funds has been a 
source of instability in the past, this development should improve 
the prospects for stability in the future. 

The fact that amortization has permitted borrowers to put their 
finances in better order, substituting almost automatic outlays for 
sporadic disbursements, and the importance the monthly payment 
as against capital value appears to have assumed in owners’ minds, 
suggests to some that mortgagors, as long as they have the income 
with which to make the payments, will not be greatly concerned 
about declines in real estate values. Such a state of affairs would 
also contribute to economic stability by minimizing the cumulative 
effects of a weakening market that we have seen in times past. 

The fact of mobility, however. must always be kept in mind. At 
all times there are some families with incentives to change their ac- 
commodations. In making their decisions, they are likely to become 
conscious of capital values and to take them into account. 

Estimates cannot be made with any feeling of great confidence 
about the amount of debt that is currently being repaid apart from 
amortization. There is good reason to think, however, that as much 
as two-thirds of the $15 billion of one- to four-family debt disap- 
pearing this year is by repayments other than amortization, and a 
large proportion of these repayments are made in the course of the 
sale of property. 

If this estimate is even approximately right, it suggests several 
things: First, that the large volume of funds that mortgage lenders 
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have had available to them in recent years comes primarily not from 
a stable and predictable flow of funds arising out of past decisions, 
but from a source that may be closely related to current decisions 
about the condition of real estate markets. Second, that a large part 
of this mortgage repayment—and of the demand for mortgage loans 
to replace those paid off—may depend on real estate owners and 
would-be buyers seeing eye to eye on real estate values. And third, 
that any appreciable reduction in the flow of funds attributable to 
a reduction of repayments of this nature, though affecting net posi- 
tions very little, might have an appreciable influence on investors’ 
feelings of liquidity and, in consequence, their decisions not only 
about mortgage lending, but also about investments in other lines. 

Another point worth noting in this context is that the use of sec- 
ond mortgages seems to be increasing, particularly in periods when 
mortgage terms available to borrowers are becoming less favorable. 
A major explanation of this rise in second mortgages is probably the 
purchase of houses subject to pre-existing mortgages without any 
legal change in the mortgagor. In such a case, the seller may “take 
back a second,” this being one way of expediting the sale and per- 
haps of getting a higher price than otherwise. The inadequate in- 
formation available suggests that incentives for the use of second 
mortgages are stronger in the case of government-underwritter first 
mortgages than in the case of conventional, perhaps in part because 
of the greater time often required to close FHA and VA loans, in 
part because of the underwriting rules of the agencies, and no doubt 
for many other reasons. 


REDUCTION OF IMPERFECTIONS IN THE CAPITAL MARKETS 


The broad acceptability that government-underwritten mortgages 
have attained among investors has undoubtedly meant that funds 
have flowed more readily from areas of concentration to areas of 
scarcity than they might otherwise have done. A good case can be 
made for the position that this has made possible both the new con- 
struction and the mobility of ownership required for reasonably 
smooth growth of developing areas and regions. 

During this past year, however, we have had a sharp reminder of 
the sensitivity of market instruments to market influences. Less 
marketable instruments than FHA-insured and VA-guaranteed mort- 
gages could hardly have been the object of such a rapid build-up of 
forward commitments as took place between the summer of 1954 
and the autumn of 1955. The willingness of investors to commit 
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themselves in the second half of 1954 to take FHA and VA mort- 
gages—in some instances as late as the middle of 1957—added to 
a general economic revival, supported an unusually large volume of 
residential starts last winter, spring, and summer. As the interim 
financing of the loans written under these commitments put increas- 
ing strains on commercial banks and savings and loan associations, 
we had the apparent scarcity of mortgage funds about which so 
much was said and written during this past summer and autumn. 
However real or unreal you may judge this scarcity to have been, 
you should not overlook the materials shortages and price and cost 
increases which were real enough, and which are attributable in 
large part to the newly-attained marketability of mortgage loans and 
the large supply of funds for construction that this called forth early 
in the year. 


CAPITAL VALUES AND STABILITY 


Perhaps these questioning notes reflect overly close examination 
of a set of devices that so far has displayed many more good than 
bad features. No harm will be done, however, if we bear in mind a 
few points on which familiarity tends to breed forgetfulness. For a 
decade and a half we have been in a period of rising personal in- 
comes, high saving, and nominal unemployment with only occasion- 
al and transitory reversals. This has been a period of active real 
estate markets and, despite strong alternative investment markets, 
ready availability of mortgage funds. In this period, consumers’ 
feelings of well-being have developed and expanded, and this has 
led to confidence in the future, and a willingness to borrow from the 
future to a remarkable extent—to borrow for general consumer pur- 
poses as well as on real estate. Whether the resulting debt is sup- 
portable has been a subject of inquiry from time to time and seems 
again to be gaining in interest. 

One of the great difficulties in assessing this question is that we 
can know with any great assurance only the past—including that 
recent past that is thought of as the present. Another is that—espe- 
cially in this field—our knowledge of the past is so poor and, for 
many purposes, so irrelevant. Our judgments about the future are 
surmise, based in part on surmises about the past as well as on 
knowledge. 

Among the judgments current today is that neither the debt nor 
the current claims made by the debt are unduly high relative to in- 
come. In other words, consumers have been as greatly in debt be- 
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fore and have still had sufficient income to spend for other things to 
keep the economy sound. Those who mention 1929 in this connec- 
tion are quite properly reminded that the economy has changed in 
important ways since then. 

An implied assumption in this line of inquiry, I should think, is 
that income, supported now as it is with various government com- 
pensating aids, is such a strongly determining influence as to permit 
neglect of such other elements as may affect developments. Before 
adopting this assumption it may be well at least to identify some of 
the other elements and see whether knowledge about them might 
qualify the judgment. 

The one of these elements that I should like particularly to dis- 
cuss is the possible influence of capital values on the soundness of 
the debt. I have referred to the proposition that, so long as a mort- 
gagor can—let’s say fairly comfortably—meet his mortgage pay- 
ments and other charges of ownership he cares little what happens, 
presumably within limits, to the market value of his property, that 
is, as long as his income stays up or rises, the mortgagor continues 
to be as sound a risk as ever he was. 

What do we know about this proposition? Very little, I should 
think. Furthermore we are likely to find out little about it by direct 
inquiry. Few owners are likely to say, even to themselves, that 
should the market value of their houses go below the outstanding 
balances of their mortgages, they will take action detrimental to the 
mortgagee. We have little basis in the experience of the past for 
judging how mortgagors have behaved in fact. There is evidence, to 
be sure, from the now out-of-date 1930’s to the effect that mort- 
gagors took heroic measures to keep their houses in the face of large 
declines in values. I do not recall any very satisfactory evidence, 
however, on how successful they were. A hasty perusal of the Finan- 
cial Survey of Urban Housing suggests that where, in 1934, the 
number of properties with mortgages greater than the 1934 value 
was large, the proportion of mortgages delinquent was also large. 

Nor need we assume any disposition of mortgagors to “walk away 
from their mortgages” to see a role for capital values to play. I 
have also referred to mobility and the continuous turnover of own- 
ership—which appears to be quite rapid now. From time to time 
owners want to sell—perhaps to buy another house, perhaps not— 
and others want to buy. In this situation, capital values can be dis- 
regarded only with difficulty. The seller who not only receives no 
cash from the buyer but is called on to pay the mortgagee cash to 
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release the mortgage cannot be indifferent to capital values. This 
situation, clearly, is more likely to arise under the high-ratio loan— 
whether made up entirely of first mortgage or of first and junior to- 
gether—than under less easy terms. 

The effect of any such development on friends and neighbors who 
may have no desire to move and who may be perfectly able to “keep 
up the payments” should not be neglected. What the effect would 
be I do not know, but I suggest it is not, on the face of it, negligible. 

Perhaps it is true then that a decline in capital values could give 
rise to some debt problems without any worsening in owners’ income 
positions. But is this not self-contradictory? How would such a de- 
cline take place without any worsening in owners’ incomes? We 
have become so accustomed during the past decade to account in 
a summary way for the strength of housing demands under some 
such rubric as “high and rising consumer incomes, large amounts of 
liquid assets, and ready availability of mortgage credit” that it is 
easy to lose sight of the restraint that has been placed on changing 
tastes by the high degree of utilization of the housing stock. From 
time to time we have had short glimpses of adjustments being made 
in the market. In 1948-49 and again in 1953 reports were common 
that the market for some kinds of houses was weak. Very old houses, 
two-bedroom houses, badly located houses were variously reported 
as selling slowly, or as overvalued, or even as vacant. But economic 
recovery was quick enough and extensive enough on those occasions 
to stop these adjustments before they became serious in themselves 
or gave rise to more general reactions. 

This year, the Bureau of the Census has reported, vacancies in 
large apartment projects have been quite high, perhaps as high as 
in any defined segment of the housing market except the dilapidated. 
This may mean little. But also it may mean that people similar to 
those who in former years bought after debating apartment dwelling 
and house ownership will now, in larger proportions, rent. Whether 
this would result in a decline in the number and change in the kind 
of buyers to an extent significant for capital values is not at all clear. 
The point may, however, illustrate, one approach to the hypothesis 
that, once the sense of tightness diminishes in the market, dwelling 
units will not necessarily retain their present relative values. There 
is no requirement, however, that all real estate values decline uni- 
formly to raise a meaningful problem. 

If we agree that a problem might arise in this fashion, we have 
agreed to consider the possibility that capital values may play a role 
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in determining the soundness of the debt, that mobility of owner- 
ship may help set the stage, and that neither the role nor the stage- 
setter requires ill will or bad faith on the part of mortgagors. 

If the problem is limited within the confines of changing relative 
values without a general decline in property values, is it not bound 
to be relatively unimportant? This may be the case, as it was in 
1948-49 and in 1953. But although a problem could, perhaps, start 
without a general decline, it would not necessarily end there. Ad- 
justments in prices presumably cause buyers to reconsider their pref- 
erences, and many models could be constructed—though not by 
me—to estimate the outcome. I find it sufficient to think that the 
degree of tightness of supply will influence the extent and sequence 
of any declines we may experience. Worth thinking about, too, are 
consumers’ attitudes toward their future incomes as well as their 
current incomes. Does the prospect of stability of income rather 
than continued rise affect consumers’ decisions about capital values 
and debt? 

Perhaps we have gone too far afield into fascinating but frustra- 
ting speculation about how real estate adjustments might take place. 
In any case, we are in a position to return to government credit 
commitments and to raise some questions about how they might in- 
fluence or be influenced by these hypothetical developments. 


Wuat To STABILIZE? 


To the extent that appreciable declines take place in values of 
properties mortgaged with FHA-insured or VA-guaranteed loans, 
the mortgagees will suffer little loss. In many cases, the agencies 
will become the owners of the properties and eventually may have 
claims against the former owners. Here we may note that the sit- 
uation will be somewhat different in the case of other property own- 
ers and mortgagees similarly situated except for the fact that the 
mortgages are not government underwritten. In most cases, with 
lower loan ratios, the owners will bear any loss, and this loss will 
generally be realized in the course of a sale to a buyer who will find 
himself, at least temporarily, on a sound footing. In some cases, 
however, the holder of a second mortgage will bear the loss, perhaps 
with a claim against the former owner. 

Something will now depend on both the magnitude of the whole 
development and the policies followed by the government agencies. 
If the whole thing is small, the government’s policy makes little 
difference except to its own accounts. If it is larger, and if the gov- 
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ernment’s holdings are appreciable, disposal policies are likely to 
be important for its own accounts, for defaulting debtors, for other 
mortgagors, and even for owners with clear title. 

Are there obvious policies the government can adopt and be sure 
that its influence will be toward stability in the market? We may 
note that two main objectives of policy might be set up: first, to aid 
in an adjustment of relative values that is clearly in process so as 
to achieve a sustainable structure of values; and, second, to mini- 
mize mortgage defaults. Other objectives might also be set up, such 
as minimizing habitable vacancies, but, for the present, let us con- 
sider this pair. 

To achieve the first objective might well call for prompt recogni- 
tion of new price levels; but a decision to sell at going prices as these 
develop rather than hold for a possible improvement in the market 
could be expected to influence the prices received by other mort- 
gagors, and by owners free of debt. It might also affect the subse- 
quent foreclosure experience of the agencies themselves. To achieve 
the second objective might call for price maintenance and a long 
holding period, with constant decisions to be made about whether 
to keep properties vacant or to rent them, and if to rent, at what 
rents. 

With, and perhaps in advance of, decisions on these matters the 
agencies would have to make decisions about the terms on which 
they would insure or guarantee additional mortgages. In pursuance 
of the first objective—aiding price adjustment—they might decide 
to be restrictive, again with price effects on the whole market. Or, 
in pursuance of the second—maintaining the soundness of the debt 
—they might decide to be liberal, and in this case also have price 
effects and perhaps become insurers and guarantors of a large pro- 
portion of refinanced mortgages. 

We need not assume that any one of these policies is adopted uni- 
formly for all markets or is continued unchanged through the whole 
period of any difficulty. Nor need we assume that any problems we 
may anticipate will arise because it is government agencies that have 
to cope with the situation. Any private institution or group with a 
stake in both ownership and mortgage debt that found itself in a 
position to sell or hold enough properties to influence the course 
of developments in a particular market would face very similar 
problems. 

As long as the difficulties are minor, a skilful, perhaps intuitive, 
dealing with day-to-day developments might work out very well. 
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Even a major difficulty might become minor under such an ap- 
proach. The fact still remains, however, at least for analytical pur- 
poses, that if market forces give rise to appreciable changes in rela- 
tive prices (leaving aside the problems of a general decline in 
prices), the extent and composition of the mortgage debt are such 
that conflicts are very likely to arise in defining the stability that is 
to be sought. 

In a situation of this kind, what would appropriate policy be to- 
ward financing of new construction? The kind of market we are 
considering is a little different from what we have experienced in the 
past few years. The pressure for housing at going prices and on cur- 
rent credit terms is not so great, and a reasonable expectation might 
be that consumers are comparing old and new houses more care- 
fully. Perhaps one of the developments would be that at least in 
some markets and in some price ranges, new houses could not be 
built for the prices being set in the market for old houses that con- 
sumers judged to meet their needs just as well. I shall not try to spell 
out here how such things as carrying charges, alternative rents, and 
prices strictly defined have to be taken account of in interpreting 
“price” for this purpose. 

In taking account of the objectives of the Employment Act, 
should the government make special efforts, by whatever means it 
has available, to keep housebuilding and new house sales at high 
levels in the interests of income and employment? Or should it re- 
gard further additions to the housing supply as complicating the 
value and debt problems it and others are already facing? Again, 
degree and circumstances will make a difference, but intelligent day- 
to-day management will require careful consideration of the em- 
phasis to be given to the several objectives of stabilization. 


DESIRABILITY OF KNOWLEDGE 


Any disturbing tone that these remarks may have can, I hope, be 
attributed to the fact that the reassuring aspects of government 
mortgage commitments have been brought to attention on many 
occasions and are reasonably well known, so that extended discus- 
sion is not necessary here. Furthermore, many administrators and 
others are by now skilled in the details of these aspects, and can 
answer most questions about them. 

I hope I have indicated that, concerning other aspects, there are 
questions that at least I cannot answer, including, in large measure, 
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the question whether these other aspects even exist. On the assump- 
tion, however, that the possible problems raised here are neither 
frivolous nor based on too great ignorance, I should like to try to 
sum up by suggesting some questions which, as a research analyst, 
speaking I hope, to a research-minded audience, I am inclined to 
think research might help us understand. 

We have estimates, good within tolerable limits, of the amount of 
residential mortgage debt outstanding, of the amount that is direct- 
ly government underwritten, and of the amount held by the major 
types of holders. We have only the most rudimentary guesses, how- 
ever, about the distribution of this debt among housing markets or 
types of property, and about the values of the mortgaged properties 
or how prices of these properties are changing. Economic changes 
affecting real estate take place in local markets, and, in significant 
respects, developments in some markets do not offset contrary de- 
velopments in others, regardless of the fact that statistics may be 
averaged. An addition to understanding, then, might be to know 
how values are changing relative to debts for important classes of 
properties in important market areas, as well as to know how in- 
comes and liquid assets of debtors are moving relative to mortgage 
and other debts. 

Do new houses compete for buyers with old owner-occupied 
houses or with apartments and rented houses? From market to 
market the answer may be different, at least in degree (and these 
are questions in which matters of degree count); on the answer may 
depend whether, and with what weight, we should pay attention to 
rents and vacancies, or to house prices and credit arrangements, in 
assessing the ways in which new building and the standing stock of 
houses react on each other. 

How are relatively new houses faring in the market relative to 
others? Is there any difference between the new houses built to gov- 
ernment standards and those built otherwise? Is there any difference 
between what sellers of the two groups think of as their acquisition 
costs? Do any such differences influence owners’ and sellers’ atti- 
tudes toward their debts and toward the market? 

Clearly the mortgage debt is being repaid. The rise in outstand- 
ings in any period is smaller than the amount of loans made. How 
is it being repaid? By whom? Under what circumstances? Investi- 
gation of these questions might throw light on developments both 
in real estate markets and in capital markets. We do not know, for 
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example, how much of the current gross repayment is amortization 
and how much is repayment of other kinds, notably that which 
usually takes place on the sale of a mortgaged house. 

I think this audience will realize that interest in such questions 
is not evidence solely of a mania for classification. Admittedly in- 
adequate studies of the subject suggest that, on the whole, the debt 
is becoming younger on the average, and that the proportion of the 
debt being repaid by amortization has been declining. If this is so, 
the proportion of the debt being repaid for other reasons, such as 
sales of houses, has been rising rather rapidly. Leaving aside the 
possibility of a rise in delinquencies and a consequent reduction of 
amortization payments below the contractual level, what would be 
the effect of a decline in repayments arising out of a decline in real 
estate transfers? The flow of funds to mortgage investors from this 
source would decline, but mortgage portfolios would presumably 
continue at a higher level by the same amount. Would investors’ 
decisions be unchanged, or would they feel the loss of freedom to 
adjust from time to time the balance of their portfolios among dif- 
ferent types of investments? The amount of transfer activity to be 
financed would be smaller, but even if investors made no attempt to 
change the composition of their portfolios, would they make their 
smaller flow of mortgage funds available on unchanged terms? It 
is tempting to conclude that, to the extent that the net position 
would not change, there would be no reason for changes in the 
gross. Such temptations should be withstood, at least until some 
evidence is available that nets and grosses behave alike. 

Do these questions and others like them have anything to do with 
the subject of this discussion, “Government Mortgage Credit Com- 
mitments and Economic Stability”? My questions have been directed 
primarily at elements of developments that could conceivably give 
rise to instability, for it seems to me that some attention to such mat- 
ters is necessary before we will find ourselves in a position to make 
any conscientious assessment of what is at once a more general and a 
more specific subject. One thought, for example, that comes to mind 
as I look back on the development of this paper is that the title of 
the discussion may very well have in most of our minds a subtitle 
along the lines: “The Role of FHA and VA.” Yet if the first major 
development should be lower levels of transfer activity, accom- 
panied by lower levels of debt repayment and smaller flows of 
funds to investors, a subtitle with a more appropriate focus might 
turn out to be: “The Influence of Assurances of Financial Liquidi- 
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ty.” Perhaps even with more knowledge we would not be in a posi- 
tion to foresee such a turn of events. I doubt, though, that we should 
be able to foresee it with our present knowledge. 

I hope it has been clear that the questions I have tried to raise 
here, and the topics I have suggested for study, do not assume any 
broad deterioration of real estate markets attributable to a general 
decline in economic activity. The questions arise naturally, at least 
to one observer, out of what little we know about real estate mar- 
kets and how they are financed, and what we can guess might be 
further development of processes that have been under way for 
some time. Perhaps I shall be excused for thinking that if we could 
develop a better understanding of these modest questions we would 
be in a better position to think intelligently about the very large 
ones. 











THE BURDEN OF THE RESIDENTIAL 
MORTGAGE DEBT 
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THE PURPOSE of this paper is (1) to trace the long-term growth in 
the residential mortgage debt and (2) to probe a little way into 
what is meant by the “burden” of the mortgage debt in light of the 
fact that housing differs from other consumer durables. 


THE GROWTH OF NON-FARM RESIDENTIAL MortTGAGE DEBT 


The amount of debt on non-farm residential real estate has been 
one of the most rapidly growing series in our economic history. 
Over the past sixty-five years the total residential mortgage debt 
(including debt on apartment houses) has increased from an esti- 
mated $2.3 billion to an estimated $95 billion or by not far from 
5,000 per cent. Since 1890 mortgage debt has increased much faster 
than population and households, national income, other forms of 
private long-term debt, and the value of the housing inventory. Fur- 
thermore, the growth in mortgage debt has been virtually continu- 
ous—except for a few scattered years—although the rate of growth 
has varied substantially from one period to another. 

That mortgage debt has outdistanced much of the rest of the 
American economy can be seen in the following measures. First, the 
rise in mortgage debt has been more than nine times as rapid as the 
increase in non-farm population. In 1890, the per capita mortgage 
debt was $68 and in 1955, $658. Second, mortgage debt has risen 
nearly twice as fast as disposable personal income (measured in 
current dollars). In 1890 the ratio of mortgage debt to disposable 
income was .197 and in mid-1955, .357. Third, in 1900 residential 
mortgage debt composed 16 per cent of net private long-term debt 
and in 1952, 45.5 per cent. The residential mortgage debt is now 
for the first time greater than the volume of net long-term corporate 
debt. Fourth, the growth in mortgage debt has even been twice as 
great as the increase in the current value of our housing inventory 
in spite of—or perhaps because of—the enormous rise in the price 
of housing. Thus, in 1890 the ratio of mortgage debt to housing 
wealth was about 15.3 per cent and in mid-1955, nearly 32 per cent. 
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Apart from the sheer growth of the economy the major factors 
responsible for the present size of the mortgage debt have been: 

1. The rise in the supply price of housing, new and old. The costs 
of residential construction have increased about twice as much as 
the prices of all other goods and services; the price of existing hous- 
ing has risen more or less as fast as construction costs. 

2. Greater availability of credit which has taken various forms: 


TABLE 1 


GROWTH OF NON-FARM MORTGAGE DEBT (INCLUD- 
ING DEBT ON APARTMENT HOUSES), 1890-1955 


(Billions of Dollars) 


Percentage of Changet 


Mortgage over Preceding 
End of Year Debt Date 

ESS ee $ 2.3 

1900. . 2.9 + 27.3 
_ Seer 4.5 + 53.1 
1920. 9.4 +109.4 
1930. . 30.2 +222.6 
1940. . 24.9 — 17.4 
a 54.9 +120.1 
1955f. 95.4 + 73.8 


Source: L. Grebler, D. Blank, L. Winnick, Capital Formation in Residential Real 
Estate—Prospects and Trends (Princeton University Press, forthcoming, 1956). 

* June 1. 

t June 30. 

¢ Computed from unrounded data. 


TABLE 2 


RELATION OF RESIDENTIAL MORTGAGE DEBT TO OTHER 
ECONOMIC MAGNITUDES, VARIOUS DATES 1890-1955 


Proportion of Ratio of 
Ratio of Mortgage Debt Mortgage 
Per Capita Debt to to Net Private Debt to 
Debt* Disposable Long-Term Debt Residential 
(Dollars) Income (Per Cent) Wealth 
eee $ 68.4 nea a .153 
1900.... ow 65.1 .197 16.1 .127 
ee wera 73.9 .161 .116 
1916.... rT az 14.8 .143 
1920..... 123.1 .126 
I a swe rie eee 24.3 .203 
.. ee : 298.5 .410 30.6t . 286 
a aA eh eee Pera «ae 29.3 oe a 
SE ee 234.7 .329 29.9t .239 
es np es .171 . 188 
I se sl Gal oe 427.6 . 267 43.3 .235 
ee oe ees er 45.5 .259 
1955. 657.9 .357 .316 


Source: Grebler, Blank, Winnick, op. cit. The 1955 data have been added. 
* Non-farm population used as a base. 

t 1929. 

t 1939. 
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(a) longer repayment periods, higher debt-to-value ratios, and lower 
rates of interest; (b) greater participation of financial institutions 
in the mortgage market—the share of mortgage debt owned by fi- 
nancial institutions has increased from 50 per cent in 1896 to over 
85 per cent in 1955, which trend was observable even before the gov- 
ernment began to insure and guarantee mortgages; (c) a more truly 
national mortgage market with greater penetration into areas out- 
side of major cities; (d) standardization of mortgage contracts. 

3. The weakening of social taboos against indebtedness; the so- 
cial history of the 1890’s reveals that our grandfathers took less 
pride in borrowing than we do today. 

4. The popularity of the single-family house. 


How SHOULD WE MEASURE BURDEN? 


So far I have merely quantified what everyone already knows, 
that the mortgage debt is astronomically larger than in the past and 
judging from past trends likely to grow still larger. But what of it? 
In what way is a large or rapidly growing debt burden a matter of 
concern to us? Or can we Lernerize the mortgage debt as easily as 
the federal debt? 

If we were to ask what we mean by the burden of the mortgage 
debt I suppose the most frequent reply would be the amount or pro- 
portion of a debtor’s income which is pledged to meet debt service. 
The more debt service takes, the less there is left over for other 
kinds of spending, a simple fact that can have, and has had, wide 
social and economic repercussions. Historians of ancient civiliza- 
tions often allude to the “groaning,” “crushing,” and “oppressive” 
burdens of agrarian real estate debt which caused real suffering and 
even revolution. The hapless early Athenians, we are told, deprived 
themselves of the very necessities of life in order to repay debt— 
failure to repay meant loss of land and total destitution. 

But surely no such grim overtones attach themselves to the word 
“burden” nowadays. The competition of mortgage debt service with 
other forms of spending refers not so much to what used to be called 
the bare necessities of life as to automobiles, household durables, 
insurance, vacations, and many kinds of consumer services. Apart 
from the hazards of foreclosure we care about the burden of mort- 
gage debt because debt service affects the level and distribution of 
current and future consumption expenditures. 

The interest of most observers in the subject of burden has less 
to do with the absolute size of mortgage indebtedness, whatever 
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importance this total may have for monetary analysis, than with the 
relative size of current debt repayment. Since the burden of any 
given debt varies with the terms of repayment we have been al- 
ternately consoled by the fact that easier mortgage credit terms have 
reduced the current debt burden and alarmed by the fact that even 
in its reduced form the mortgage debt burden has continued its 
rather remarkable growth. 

But the burden of this paper is that the burden of mortgage debt, 
while a useful measure, is not the most strategic series required for 
the analysis of present or future changes in consumer spending. The 
reason is a simple one. Nearly every American family assumes a 
lifetime burden for housing, a burden much larger than debt repay- 
ment, a burden which is not necessarily escaped by avoiding mort- 
gage debt nor increased by assuming debt. 

In the first place the burden of the home mortgage debt, which is 
nearly entirely borne by homeowners, falls far short of measuring 
the unavoidable costs of home ownership. We have long become 
accustomed to think in much more inclusive terms, i.e., the total 
charges associated with the purchase of a year’s housing services 
which are, on the average, half again as high as debt service. We 
add taxes, for example, a charge which is nearly as compulsory as 
debt service and 1 it is not fixed it is only because it keeps on rising 
as the costs of uur municipal services expand. It is also reasonable 
to add the out ay for utilities, the amount of which is subject to only 
minor discre\io.ary control. There are likewise many costs for re- 
pair and maintenance that even the most resourceful weekend me- 
chanic cannot avoid. Perhaps we should also add the commuting 
expenses which decentralization has imposed on a growing sector of 
the population. These commuting expenses are not totally unrelated 
to debt service since they can often be escaped only by buying a 
more expensive home located closer to the center of the city with 
a correspondingly higher mortgage debt. 

But analytically more important is the fact that an obligatory 
outlay for housing is not unique to home ownership. Every family 
which rents a house also takes on a charge for housing the specific 
amount of which is fixed by the terms of the lease.’ Regardless of 

1. It is mostly a matter of accounting convention that we exclude from our coverage 
of consumer debt the contractual obligation to pay a fixed sum for rent for three years 
but include a short-term or even demand mortgage. By a slight change in our account- 
ing rules we could greatly increase the size of our housing debt by adding the commuted 
value of all rental leases but it would be an increase without much economic significance. 


This distinction between rent and debt has created similar problems for those who study 
debt trends in other sectors of the economy. If the federal government has a post office 
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which form of tenure they choose, consumers will bear a contrac- 
tual claim against income as long as they occupy a separate dwelling 
unit. 

Now it is a historical fact that American families have always in- 
sisted on occupying separate living quarters regardless of economic 
conditions or the cost of housing. Our doubling-up rate has histori- 
cally been quite low and characterized by remarkably small fluctu- 
ations. In 1933 the Real Property Inventory disclosed a doubling-up 
rate of a little over 6 per cent. Roughly the same rate? was found 
in 1910, 1940, and 1950; in 1954 the doubling rate was about 4 
per cent. It appears that only in the special circumstances immedi- 
ately following World War II when housing supply was restricted 
not merely by price but by administrative controls as well did the 
doubling rate break through the narrow range of 4-6 per cent which 
prevailed over a long period of time during which we experienced 
great fluctuations in income and in the price of housing. Moreover 
we know that among those households who assume mortgage debt 
burdens, i.e., established families with young children, the doubling 
rate is even lower than is indicated by the foregoing statistics. 

If a contractual outlay for housing is not easily escapable our 
emphasis on the burden of the mortgage debt seems to be misplaced. 
The actual burden, i.e., unavoidable outlay, for housing is not only 
much larger—perhaps more than triple—than the mortgage debt 
burden but can, and sometimes does, move quite independently of it. 
While the growth in mortgage debt is primarily related to single 
family ownership the growth in the housing burden is not. 

Given the stubborn desire for private living arrangements and the 
irrepressible postwar demand for housing, the total housing burden 
would have increased substantially even if all further increases in 
consumer mortgage debt had been strictly prohibited by adminis- 
trative decree. While the volume of construction would have been 
unquestionably smaller we would nevertheless have had a much 
higher level of apartment house construction, more conversions and 
probable rises in the rents of existing houses, particularly one-fam- 





built for itself by a private investor on a twenty-five-year lease rather than paying for it 
by issuing bonds, should not the federal debt be inclusive of this liability ? To the extent 
that the size of the public debt is important because it imposes a future unavoidable 
charge on the Treasury there is a strong case for measuring public debt gross of all such 
contractual obligations. 


2. Definitions of doubling vary from time to time. The 1933 data included families 
other than married couples. The census definitions of doubling are confined to married 
couples. For my analysis a broader definition, one that extended to all types of fami- 
lies and to unrelated adults, would have been preferable. 
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ily homes. If the entire postwar construction boom had actually 
been in the form of rental rather than ownership housing (sup- 
ported, say, by some acceptable form of yield insurance), the pres- 
ent burden of home mortgage debt would be insignificantly low but 
the current burden of housing outlays fully as large, in fact even 
larger, than it is today. The current burden of housing is not neces- 
sarily increased by changing the form of tenure from renting to 
owning unless the average burden is higher for an owner than a 
renter. The same is much less true for other forms of consumer 
durables which can be dispensed with more readily than housing 
and for which no important rental market exists. 

Without wishing to minimize the differences between debt service 
and other types of housing obligations when a serious depression 
is to be faced, it seems then much more important to observe the 
trends in the relative size of the nation’s cash housing bill than in 
the growth in mortgage debt or debt service. 

Though the data we require for proper analysis of either the 
housing burden or the debt burden are not completely available 
the growth in the size of housing outlays during the postwar period 
has clearly been much less drastic than the growth in mortgage debt 
or debt service. Thus space rent (inclusive of taxes, interest, and 
maintenance) plus outlays on household utilities which, together, 
may form a rough approximation to the changing burden of hous- 
ing® has increased by about 4 per cent per year since 1950 while 
the mortgage debt increased on the average by about 20 per cent 
per year. In 1953 the ratio of housing burden to disposable income 
was 14.2 per cent compared to 13.6 per cent in 1950 and 16.7 per 
cent in 1940. Between 1940 and 1953 while mortgage debt grew 
more rapidly than income the opposite was true of the housing 
burden. The much slower growth in housing burden is partly a re- 
sult of the fact that when a family, living in an $80-a-month apart- 
ment, buys a $10,000 house with a 100 per cent mortgage its month- 
ly housing burden may rise by only $5 or $10, but mortgage debt 
increases by the full $10,000 and debt service by $50-$60. Several 
million homes passed back from the rental to the ownership market 
leading to sizable increases in debt but little if any increases in 
housing burden. 


3. The data needed here are the aggregate unavoidable annual cash outlays stemming 
from occupancy. The Department of Commerce rent series probably overstates this total 
since the imputed rental value of owned houses is undoubtedly higher than cash outlays. 
Many owned homes are entirely free of debt or have small mortgages. Also the charge 
for depreciation and inputation of net income included in rental value probably exceed 
contract amortization. 
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The sharp growth in mortgage debt therefore reflects much more 
the fact that consumers, expressing their preference for living in 
single-family homes, are assuming a particular form of burden 
rather than implying a sudden and alarming increase in aggregate 
housing outlays. 

Now it would be a matter of great significance if the acquisition 
of a single-family house cum debt invariably implied a higher hous- 
ing burden compared with available rental opportunities, if the de- 
sire for backyards and suburban living caused families to throw 
rationality to the winds. But here we encounter what has become 
one of the most amazing developments in housing economics: the 
real estate agent’s claim has at last come true—it is very frequently 
cheaper to own than to rent. This is a development to which we 
have given insufficient attention. While we have been persistently 
aware that easier mortgage credit terms reduce the burden of debt, 
it has apparently been the consumer rather than the economist who 
has realized that a larger quantum of housing can be acquired at a 
smaller monthly outlay by owning rather than renting. 

Though it is idle to suppose that the national debate on the rela- 
tive costs of owning and renting will ever be settled, a number of 
new facts have come to light. The Bureau of Labor Statistics made 
known last year the results of a comprehensive study of the costs 
of owning and renting new dwelling units. In nearly every major 
metropolitan area the palm went to home ownership. Even before 
this study the Fishers had called attention to the fact that in every 
year between 1946 and 1951* the monthly outlay on FHA-insured 
203 homes was less than on FHA-insured apartment projects. In 
1951, for example, median monthly housing expenses for new FHA 
homes was estimated at $77.90 while monthly contract rent was 
$87.32. And for his smaller payment the home owner obtained ap- 
preciably more housing space, not to speak of other gains (back- 
yard, garage, income tax deductions, etc.) 

A similar picture can be developed for the entire existing stock 
of housing as well as for new housing. In 1950 the median gross rent 
on all non-farm rental units including millions of units still under 
rent control was $42.47. In the same year the median monthly 
carrying costs of mortgaged homes was $48.29 including taxes and 
insurance. Utilities and maintenance might bring this figure up to 
$70 or $75 a month. On a per room basis, renters were paying about 


4. Ernest M. Fisher and Robert M. Fisher, Urban Real Estate (New York: Henry 
Holt Co., 1954), p. 255. 
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$11 and indebted owners about $12 per month. In other words, 
questions of down payments aside, the annual outlay for housing 
space made by the indebted owner no longer represents a greater 
current strain than renting and may actually be smaller for the 
family entering the new construction market. 

It might almost be said that families in the middle-income brack- 
ets coming into the housing market cannot afford not to own a house 
even if it means taking on mortgage debt. We have come a long 
way from the days when renting was the only type of tenure the 
relatively poor could afford and even a longer distance from the 
time when new and unsubsidized rental housing could be built in 
Manhattan for the lowest classes of industrial wage-earners or even 
for the newly arrived immigrant. Families requiring two bedrooms 
and having incomes of between $3,500 and $5,000 can satisfy their 
requirements much more readily in single-family ownership than in 
new rental projects. In fact, a family wishing two bedrooms in new 
housing at no more than $75 or $80 a month has to buy rather than 
rent. Postwar private rental construction has produced no Levit- 
towns. 

Nothing is more expressive of this great change in the housing 
market than the following instance: in New York City non-profit 
public housing financed by a 2.5 per cent interest rate and bearing 
a real estate tax exemption valued at perhaps $7.00 a room was 
forced to charge in 1953 a gross rent of about $18 per room. In 
1953 the average purchaser of an FHA six-room house assumed a 
burden of $86.58 a month or less than $15 per room. A continu- 
ation of such favorable terms for one form of tenure can only serve 
to increase the home ownership ratio and therefore lead to further 
increases in the mortgage debt burden. But more important and 
something we much more badly need to know is how much of a rise 
is taking place in the nation’s cash housing bill. 

There are many reasons why the traditional gap between the cost 
of owning and renting has narrowed or has even disappeared. The 
most important, of course, is more liberal mortgage credit terms 
which has to a very large extent blunted the impact of the stagger- 
ing increase in building construction costs and in the prices of exist- 
ing homes. As everyone knows, the annual carrying costs of the resi- 
dential mortgage debt, in spite of higher debt-to-value ratios, have 
not risen nearly as fast as either construction costs or mortgage debt 
because of lower interest rates and longer contract terms. Thus be- 
tween 1940 and 1950 while total home mortgage debt increased by 
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130 per cent and construction costs by 100 per cent, the median 
monthly payment on mortgages increased by only 59 per cent, from 
$23.26 to $36.57.° The National Bureau studies of mortgage-lend- 
ing experience show that between 1920-24 and 1940-47 contract 
length increased by 78 per cent (probably 100 per cent up to the 
present year) while interest rates dropped by 28 per cent.’ A 
doubling of contract terms from, say, ten to twenty years and a 
simultaneous reduction of 25 per cent in the interest rate (from 
6 to 4.5 per cent) causes the monthly debt service to fall from 
$11.10 per $1,000 to $6.33 or by 57 per cent. In terms of the rela- 
tive charge against national disposable income the annual debt serv- 
ice of indebted homeowners may be no greater than it was several 
generations ago. 

At the same time howeowners are able to avoid many costs which 
are not always avoidable in renting and which greatly increase the 
rent charge, i.e., janitorial services, maintenance, vacancy allow- 
ances, less favorable tax assessments, and the substantial rate of re- 
turn on investment necessary to attract capital into rental housing. 


ARE CURRENT HousiInc OuTLAays Too BURDENSOME? 


It would be hard to demonstrate that either the current mortgage 
burden or total housing burden is particularly onerous. Though we 
lack current data on both, the 1950 benchmark provided by the 
residential mortgage census can serve as a guide to the former. In 
that year the median annual debt charge of all indebted homeown- 
ers was only 11.3 per cent of median income and would be still 
lower in terms of averages rather than medians. The ratio of the 
market value of current housing services purchased to disposable 
income, it will be remembered, was only 14 per cent in 1953. Re- 
member, too, that last year veterans who purchased homes with 
100 per cent loans frequently regarded as the most vulnerable group 
of mortgage debtors were assuming a total housing expense burden 
of only 19 per cent and a debt service burden of only 14 per cent. 
Families buying homes with FHA-insured mortgages in 1953 took 
on a 19.6 per cent housing outlay burden and a 15.2 per cent debt 
service burden; since 1949 the ratio for new FHA homes has been 
decreasing rather than increasing despite the fact that larger homes 
are being purchased. 


5. 1940 Census of Housing, Vol. IV: Mortgages on Owner-occupied Non-farm Prop- 


erties, Part I, Table A-12, p. 16, and 1950 Census of Housing, Vol. 1V: Residential Fi- 


nancing, Part I, Table 2. 
6. Cf. Grebler, Blank, and Winnick, of. cit., chapter xiv. 
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Nor is there any evidence of an onerous burden in the data on 
foreclosures and delinquencies. In fact at no time since the end of 
World War II, not even during the 1949 and 1954 recessions, was 
the record of debt repayment anything but excellent. The fact that 
foreclosures did not increase appreciably during these two reces- 
sions may also indicate that the quality of mortgage debt, i.e., the 
proportion of debt owned by poor credit risks, has not necessarily 
worsened. 

Perhaps arguments more telling than mere statistics are the fol- 
lowing facts: First, there has been no mass public outcry against 
burdensome mortgage debt. American debtors have never been par- 
ticularly reticent about making known their grievances. But if the 
voice of the debtor is heard through the land today it is not to com- 
plain that he has too much debt but that he hasn’t got enough. 
Second, repayment of home mortgage debt in the postwar period 
has run far ahead of contract schedules. Such eagerness on the part 
of the consumer to pay down his mortgage is clear indication that 
he finds his debt burden neither crushing, groaning, nor oppressive. 
Third, it is very unlikely that the tightening of mortgage credit 
terms which occurred at various times during the past few years 
was the result of any official judgments that the consumer was 
taking on too great a debt or housing burden, but more about this 
later. 


But CoMEs A DEPRESSION 


Even if everyone were to concede that the present burden of 
housing expense is not particularly onerous and that the postwar 
growth in mortgage debt has not necessarily added much to this 
burden there is still the objection that in the event of an economic 
downturn a debt burden is more dangerous than a rent burden.” 
The former is unquestionably much less flexible than the latter and 
carries with it the risk of foreclosure. 

But I should like to raise this question. Will not the narrow 
spread between the cost of renting and owning make it much less 
probable that a future recession will necessarily bring in its wake 
a wave of foreclosures? The foreclosure of a home does not mean, 
typically, that a family has eliminated its housing expense burden. 
The doubling-up rate in the thirties of 6 per cent suggests that rela- 
tively few families avail themselves of this option. It is much more 

7. Perhaps a better formulation is: when a downturn occurs the impact on other con- 


sumer markets of a given housing burden increases if a large proportion of the latter 
consists of debt burden. 








176 The Journal of Finance 


common for the dispossessed family to seek cheaper rental quarters. 
Since current rents for family-size housing units are about as high 
as the costs of home ownership, a sharp drop in rents would be 
necessary before homeowning families could improve their positions 
by shifting tenure. 

But is it likely that rents will fall sufficiently to make many bar- 
gains available? Probably yes, if we were to experience a depres- 
sion as severe as that in the thirties, since rents can theoretically 
fall to a level just sufficient to meet operating costs with no return 
on capital, debt, or equity. But if more moderate kinds of fluctu- 
ations are expected in the future the gap between owning and rent- 
ing outlays is not likely to widen much. Rents are more resistant 
to economic fluctuations than is commonly supposed. Rents did not 
decline in any of the recessions that have occurred in the past thirty 
years, 1921, 1927, 1928, 1949, and 1954. Between 1929 and 1932 
the drop in the BLS rent index was only 17 per cent, much less than 
the drop in house prices over the same period. 

The closing of the gap between outlays for owning and renting 
may be one of the principal reasons why foreclosures did not sig- 
nificantly increase during the 1949 and 1954 recessions and why 
we did not find foreclosure rates much above the national average 
in places of economic “distress” such as New England, the coal 
areas, and, in the 1949 recession, Detroit. 


CRITERIA FOR MortTGAGE Dest Po.icy 


The fact that the housing burden may be rising more slowly than 
the debt burden does not mean we can remain unconcerned about 
mortgage debt policy. To the extent that liberal mortgage credit 
stimulates construction and influences prices and costs, the rise in 
the housing burden is clearly related to the rise in the mortgage debt 
even if the latter is not an adequate guide to the former. The hous- 
ing burden has been rising since the end of World War II. Using 
the Commerce rent and utility data as an index, the ratio of hous- 
ing burden to disposable income has increased at an average rate of 
.37 percentage points a year and currently stands at over 15 per 
cent. 

At what point should the absolute or relative level of the housing 
burden become a matter of concern and a cause for changes in mort- 
gage credit policies? Obviously, there is no clear-cut answer to this 
question since (1) debt management is based on many criteria in 
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addition to the size of the burden and (2) housing policy has social 
as well as economic ends. 

Speaking broadly, there are four important economic criteria 
which serve as guides to mortgage debt management: (a) the cur- 
rent burden of housing outlays supplemented by delinquency in- 
dexes and such measures of the changing quality of debt as the pro- 
portion of debtors with very high burden ratios, (b) vacancy rates 
supplemented by data on unsold houses and the gap between house- 
hold formation and new starts, (c) the trend in construction costs, 
(d) general economic and monetary factors, i.e., employment, gen- 
eral price levels, the rate of interest, the rate of investment, and, 
in some countries, the position of the foreign balance. 

It is not, I think, unsafe to say that postwar management of the 
mortgage debt was based on criteria (c) and (d), not (a) and (0d). 
In the United States and indeed in all western countries, public 
policy has altered the flow of capital into housing not because the 
burden of annual outlays on existing housing was too high or vacan- 
cies climbing but because of the impact of high-level construction 
on the rest of the economy. The signals which led to contractions 
in mortgage credit were rising construction costs, rises in general 
prices because total spending (private and public) was too high and, 
in the case of foreign countries such as the United Kingdom, Hol- 
land, and Scandinavia, the threat of a heavy rate of investment to 
their foreign exchange. In those countries where the current fixed 
costs for housing paid by consumers are relatively low because of 
subsidy and where waiting lists for housing exist, it is transparently 
clear that policy was made without reference to current or future 
consumer burdens or to vacancies. 

Listing the current burden of housing outlays as an important 
guide to mortgage debt policy, however, is intended to show it is 
not a matter to which we can remain indifferent. The markets for 
all consumer goods are affected by changes in the level of the bur- 
den particularly in a recession when the relative burden inevitably 
rises, whatever the tenure ratio and whatever the foreclosure rates. 
The construction of an annual or semiannual series reflecting the 
unavoidable cash outlays for housing is therefore badly needed. 

The trouble is that even with adequate data we would not always 
know when it is time to do something about checking or reducing 
this burden since mortgage debt management frequently comes into 
conflict with another important goal—the improvement in our hous- 
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ing standards with a minimum of public subsidy, a goal explicitly 
stated in all important housing legislation. Housing is not just any 
consumer durable—it is a social good of transcending importance 
to many aspects of American life. 

Let me illustrate some of these possible conflicts. Hundred per 
cent 30-year loans, it was said before, are frequently considered 
to be the weakest link in our mortgage debt structure. Yet such 
borrowers, on the average, were assuming an unavoidable annual 
charge of only 19 per cent of income, a ratio well within the classic 
prescription of 20-25 per cent. Shall we set mortgage policy to ex- 
clude these individuals from the home market on the assumption 
that it is they who will prove to be the problem in the next reces- 
sion? If we fear that such borrowers could not or should not sustain 
a 25 per cent burden in an economic decline we are really saying 
that they should not undertake a burden during prosperity of more 
than 15 per cent in order to permit a supportable ratio over the full 
course of a cycle. Could we then argue that one major reason why 
our housing standards have lagged is the unwillingness of the Amer- 
ican consumer to spend enough for housing? 

Perhaps it is time that American consumers should begin to spend 
relatively more on housing and less on everything else even if a 
threat to other consumer markets is involved. For many decades 
housing appears to have come off second best in the competition for 
the consumer’s dollar. The proportion of disposable income repre- 
sented by space rent, paid and imputed, has declined from over 20 
per cent in 1909 to 11 per cent in 1953. Between 1890 and 1950 
no significant gains were registered in the real per capita value of 
housing capital despite the fact that real incomes had more than 
doubled. Americans appeared to have turned away from housing 
toward other consumer durables, particularly the automobile. 

A policy aimed toward the improvement of housing standards 
carries with it the implication of some rise—and perhaps a substan- 
tial one—in the aggregate burden of housing outlays. It is likely 
that such a development, despite the risk involved in future down- 
turns, would be countenanced much more readily by our fiscal and 
monetary authorities were it not for the fact that the improvement 
in housing standards in any real qualitative sense seems to take place 
only in the case of a long, sustained prosperity when economic con- 
ditions often veer toward the inflationary side. Our major housing 
booms have of course nearly always followed wars during which 
new construction is severely limited. At the onset of a boom, there- 
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fore, demand seems to act toward quantity, a sufficient volume of 
housing to accommodate the sharp increases in family formation 
and births and to reduce the incidence of doubling. Only afterward 
—perhaps when the demand for other consumer durables is more 
fully satisfied—do people already living in dwellings of more than 
minimal acceptability appear willing to upgrade their housing in 
keeping with substantial realized gains in income. Thus between 
1925 and 1928 while the number of new starts fell by 20 per cent 
the average real value per new dwelling unit continued to rise by 
7 per cent. After World War II the peak in annual starts was 
reached in 1950, but real value per dwelling unit has nevertheless 
maintained its upward drift. Perhaps the filtering process has never 
really worked because past prosperities have not been long enough 
to allow the delayed reaction of consumers to operate. 

It is, of course, awkward if American consumers insist on im- 
proving their housing standards at times when national economic 
policy calls for retrenchment. A very real dilemma is posed. But 
at what point should fiscal authorities act to choke off these efforts 
toward housing improvement, freely made by consumers, in view 
of the fact that the long-run gain in our housing standards has been 
so slight? As long as the increase in the housing burden represents 
real gains in housing standards, i.e., is not due to rising prices or 
rents, the results may be quite desirable. If the millions of sub- 
standard houses are ever to be removed by means other than some 
vast and unlikely form of public action, will it not be because of a 
continuance of the high-level construction and concomitant rise in 
the housing burden such as we have been witnessing during the last 
few years? 











TAXATION ADJUSTMENTS FOR 
THE LONG RUN 


UNITED STATES TAXATION AND FOREIGN 
INVESTMENT* 


Roy BLoucH 


Columbia University Graduate School of Business 


IN THIS PAPER the term “foreign investment,” unless otherwise indi- 
cated, refers to private direct investment—as distinguished from 
portfolio investment—made by United States citizens and corpora- 
tions in other countries, together with business operations and man- 
agement related to that investment. The United States taxation 
dealt with includes chiefly the federal income and profits taxes on 
corporations. 

That part of the United States business community which is en- 
gaged in foreign investment and other operations abroad has long 
pressed for more favorable treatment under federal income and 
profits tax laws. Early in 1954, and several times since then, the 
Administration recommended to Congress tax changes which would 
satisfy some, although by no means all, of the demands of the busi- 
ness groups. A scrutiny of the arguments that have been presented 
in favor of the proposed tax changes reveals a considerable degree 
of confusion among them. It may not be amiss, accordingly, to try 
to sort out the various considerations involved in deciding this issue. 
The present time is an appropriate one to make such an examina- 
tion, before the congressional decision is made. 

The arguments presented in support of more favorable tax treat- 
ment for income from foreign investment fall into three groups: 
first, arguments that the present treatment unfairly burdens foreign 
investment; second, arguments that foreign investment should be 
encouraged by means of tax incentives because of its benefits to the 
United States economy; and third, arguments that foreign invest- 
ment should be encouraged by means of tax incentives because the 


* This paper by Roy Blough and the following two papers, one by E. Gordon Keith 
and the other by John F. Due, were presented at a meeting of the American Finance 
Association in New York City on December 29, 1955. The program was under the chair- 
manship of C. Lowell Harriss, Columbia University. 
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enlargement of foreign investment would promote United States 
foreign policy. 


FAIR AND NEUTRAL TAXATION 


A principle of fairness that commands a wide measure of agree- 
ment is that taxes should be neutral among businesses, not discour- 
aging one kind of business activity in comparison with another. The 
economic philosophy underlying the principle of neutrality is that 
the forces of the market place can best determine the allocation of 
resources, not government interference through tax differentials. 

United States taxation of foreign investment and of domestic in- 
vestment would be fair, according to the principle of neutrality, if 
such taxation did not discourage one more than the other. This 
brings us to the question of what tax treatment is neutral. Obvi- 
ously, it is not tax treatment that would offset the other disadvan- 
tages inherent in foreign investment and thus increase its relative 
attractiveness. Such taxation would not be neutral taxation but in- 
centive taxation. Tax incentives to encourage foreign investment are 
just the opposite of neutral taxation; they are designed to load the 
scales in favor of foreign investment in comparison with, and at the 
expense of, domestic investment. This may be desirable, as we shall 
see, but it is not neutrality, and it constitutes interference by the 
government with the operation of the free market. 

With some exceptions, the taxation of income derived from for- 
eign investment has been based on the principle of what is neutral 
and fair that in general underlies the federal income tax. According 
to this principle, the fraction of the total tax load levied on any 
taxpayer should be determined by his economic status or ability 
to pay and not by the form of business organization, the industry, 
or the geographical location of the business activity. 

The most obvious problem in applying the general principle of 
fairness to income derived from foreign investment arises because 
such income usually is subject to taxation in the foreign country 
as well as in the United States. In this situation the principle of 
fairness has generally been interpreted to mean that the federal in- 
come tax should not increase the total income tax burden on income 
derived from abroad above the amount the taxpayer would pay if 
the income came from domestic sources. 

Two methods are employed by the federal government to give 
effect to its policy of protecting taxpayers against the higher tax 
load caused by double taxation. By far the more important of these 
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methods is the foreign tax credit, under the provisions of which the 
taxpayer is permitted to offset income taxes paid to another country 
against the federal income tax that otherwise would be payable on 
income derived from business carried on in that country. A supple- 
mental method of protecting against double taxation is the bilateral 
tax treaty or convention. As of December, 1955, general income tax 
conventions were in effect with seventeen countries. 

Even with the foreign tax credit and the tax conventions some 
income derived from operations abroad is taxed at higher total rates 
than is domestic income. Various proposals have been made to lib- 
eralize the application of the foreign tax credit in order to achieve 
greater equality. One such proposal would permit the lumping to- 
gether of income derived from and taxes paid to all foreign coun- 
tries instead of applying the credit separately with respect to each 
country. This proposed revision would make it possible for many 
taxpayers to take full credit for taxes imposed at higher rates than 
the United States tax. Another proposal would allow the foreign tax 
credit to include, in addition to the income tax, certain other levies 
that some countries use in the general taxation of business. Still 
another proposal would permit the carry-back and carry-forward of 
unused foreign tax credit for a period of several years. Assuming 
that appropriate safeguards against abuse were included in the legis- 
lation, these proposed changes would seem to help carry into effect 
the general principle of fairness previously mentioned. 

Other proposals for reducing United States taxes on incomes from 
operations abroad, however, would be quite inconsistent with the 
principles that fairness is achieved by equal taxation. It is argued, 
for example, that the United States government should not impose 
any taxes on income earned abroad. According to this proposal the 
taxpayer would pay only the taxes which other countries imposed. 
Under some circumstances no taxes at all might be paid by some 
taxpayers. Taxation by the United States of income derived from 
foreign sources by United States citizens and corporations is justi- 
fied by the importance of the United States in the earning of such 
income. A person who was born and reared in the United States, 
educated at public expense, trained in United States industry, and, 
when abroad, is protected by the foreign policy of the United States 
and ultimately by its military forces, derives his income in part 
from the United States regardless of the geographical area of his 
operations. Comparable statements apply to United States corpo- 
rations carrying on business abroad. 
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A somewhat less extreme argument is that it is not fair for the 
United States to tax income derived abroad as heavily as income 
derived from domestic sources because many of the services that 
taxes support are not available to business abroad. Of course the 
fact is that the United States does not tax income derived abroad 
as heavily as income derived from domestic sources, on account of 
the foreign tax credit and treaty provisions. Indeed, in some cases 
the United States receives very little tax, although with respect to 
investments in other countries it receives the major portion of the 
total tax paid. With respect to such countries the argument might 
be more convincing if in the United States budget military expendi- 
tures did not constitute so large a fraction of the total. At present, 
however, as in the foreseeable future, the great bulk of the total 
expenditures is devoted to military and other foreign policy pur- 
poses. These parts of the budget are as important to United States 
foreign investment as they are to domestic business. 

Incidentally, if taxation were to be based on benefits there would 
be no justification for the elimination of double taxation. Income 
from foreign operations might in general pay higher federal taxes 
if the benefit principle were applied than they do under provisions 
of existing law. 

Proposals for reducing taxes on income from operations abroad 
have been supported also by the argument that it is not fair for 
United States businesses abroad to be taxed more than their com- 
petitors, which is a situation that exists in some countries. The dif- 
ferences of other tax laws from our own, it is urged, make ours 
unfair in practice. It is, of course, easy to understand the feelings 
of, and sympathize with, the United States businessman operating 
in such a situation; but sympathy does not necessarily call for 
changes in the laws. 

There are several lines of rebuttal that may be made to the pro- 
posals. For one thing, if competitors abroad must be taxed equally 
to be taxed fairly, fair taxation becomes a practical impossibility. 
Competitors from other industrial countries, such as the United 
Kingdom, Germany, or Belgium, are subject to different methods 
and rates of taxation. If equality of taxation is a test of fairness, 
it is not only unfair for United States businesses abroad to be taxed 
more than their competitors, but also for them to be taxed less than 
their competitors. Since their competitors are taxed at different 
rates, no rate of tax can really be fair. If, on the other hand, the 
comparison is to be with local businesses abroad, there would be 
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either no United States taxation on United States business abroad 
or a variety of tax rates, depending on the provisions of the tax 
laws of different countries as they apply to United States business 
within their borders. 

A second line of rebuttal is that since the United States tax ap- 
plies to net income it does not increase the cost of production and 
therefore does not affect adversely the ability of the United States 
firm to compete, although it does of course reduce the attractiveness 
of the operation. A point at which this rebuttal argument falters 
concerns the ability of a firm to meet competition through expand- 
ing investment by reinvesting earnings. The ability to expand in- 
vestment would depend on the relative financial positions of the 
different firms and taxation might sometimes be a significant factor 
in this aspect of competition. 

Another line of rebuttal to the argument that United States tax- 
payers abroad should not pay more taxes than their competitors is 
that taxation is only one of many factors that determine the ease 
or difficulty of competition. United States businesses have many ad- 
vantages growing out of their connection with this country, includ- 
ing the prestige of the United States, the operations of the Export- 
Import Bank, and particularly the tremendous advantage which a 
large and prosperous home-base operation with its research and 
technical knowledge and its financial backing give to a business 
overseas. In many cases these benefits from the United States more 
than offset the heavier taxes imposed by the United States. 

Finally, despite the higher income taxation that may apply to 
United States businesses abroad than to their competitors, the ex- 
perience of the United States firms in competing for business abroad 
seems in general to have been highly satisfactory. 

Probably the most common argument made on the grounds of 
fairness is that some United States business operations abroad are 
treated more favorably for tax purposes than are others, that this 
discrimination is unfair, and that to remedy the unfairness the most 
favorable tax treatment applying to any should be extended to all. 
Thus the profits of a foreign subsidiary are not taxed until they are 
brought back to the parent company; it is argued that on grounds 
of fairness the same tax deferral should apply to profits of foreign 
branches. On the other hand, the profits and losses of foreign 
branches can be consolidated with those of the parent for tax pur- 
poses; it is argued that on grounds of fairness the same permission 
to consolidate should apply to profits and losses of foreign subsidi- 
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aries. United States oil companies and mining companies operating 
through branches abroad are allowed to deduct percentage depletion 
and other special allowances with regard to oil and mineral proper- 
ties abroad, while foreign subsidiaries are not permitted to deduct 
such allowances; it is argued that on grounds of fairness the per- 
mission to deduct such allowances should be extended to foreign 
subsidiaries. Western Hemisphere corporations, which are narrowly 
defined and do not by any means include all corporations operating 
in the Western Hemisphere, pay a 14 percentage point lower tax 
rate than do other corporations doing business abroad; it is argued 
that on grounds of fairness this 14 point differential should be ex- 
tended to all income from operations abroad without regard to lo- 
cation of business or type of corporation. There are other examples 
of this general character, but the ones mentioned are the most im- 
portant and should be sufficient to make the point. 

It will be agreed, I think, that the taxing arrangements applying 
to foreign business are cumbersome and should be rationalized 
wherever that is feasible. It should be recalled, however, that it has 
not proved possible to achieve uniform taxation of all forms of busi- 
ness within the United States and greater success can hardly be 
expected with respect to the more complicated situation of busi- 
nesses operating abroad. 

As would be expected, all of the particular examples of unfair- 
ness mentioned are to be cured by extending the favorable tax treat- 
ment and none of them by withdrawing exceptionably favorable tax 
treatment. While one result would be to help equalize treatment of 
business abroad, another result would be to increase the divergence 
between the taxation of domestic business and of business abroad. 
Moreover, it is the sad history of federal taxation that reducing the 
taxes of particular taxpaying groups to eliminate unfairness is a 
never ending process, and that every effort to meet the demands of 
one group of taxpayers leads to new demands by other groups and 
often by the same group. 


Tax INCENTIVES FOR FOREIGN INVESTMENT? 


I turn now to the question of whether private foreign investment 
should be encouraged by tax incentives because of its special value 
to the United States economy. It is often stated that taxes are an 
obstacle to foreign investment. Of course they are, but not only to 
foreign investment. Every taxpayer, whether abroad or at home, 
can show how taxation is restricting his economic activity. Let us 
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get the problem straight. The question is not whether foreign in- 
vestment is beneficial to the United States economy, but rather 
whether foreign investment is sufficiently more beneficial than al- 
ternative uses of funds to justify interference with the operation of 
market forces by imposing differential taxation. 

A short answer to this question is to be found in the belief which 
most of us share that except in unusual circumstances market forces 
do a better job of allocating resources than government would do. 
There is nothing in principle to suggest that market forces would 
not result in enough foreign investment being made to meet the 
needs of the United States economy. It may well be, as is sometimes 
urged, that market forces in this respect are sluggish because United 
States investors are not aware of the opportunities of foreign in- 
vestment and operation. It is undoubtedly true also that there is 
nothing like the prospect of a tax saving to make a businessman 
sit up and take notice. But the communications techniques used in 
this country have proved very powerful; surely they can make 
United States business aware of foreign investment opportunities 
in ways that are less expensive than tax incentives and that would 
not cause unfairness to domestic business. 

A more adequate answer to the question of whether the benefits 
to the United States economy from foreign investment justify spe- 
cial tax incentives involves an examination with respect to three 
different periods of time: when the investment is made, when the 
resulting economic development takes place, and when the income is 
received or the investment is repatriated by the United States in- 
vestor. 

When an investment is made abroad dollars are either spent in 
the United States directly by the investor or are placed in the 
hands of persons abroad for expenditure. In either case the dollars 
are spent for United States goods or services. (Some of the dollars 
may be used to bolster foreign exchange reserves that are insuffi- 
cient for orderly trade, but this is a minor and passing phase.) Part 
of the dollars will be spent on goods and services from the United 
States that are directly related to the investment project, such as 
plant, equipment, and personnel. Part of the dollars will be spent 
on other exports from the United States. Investment abroad is thus 
a way of escaping, if only temporarily, from the foundation truth 
that the amount we sell to other countries cannot exceed the amount 
we buy from other countries. 

In creating the demand for the export industries of the United 
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States, foreign investment stimulates the whole economy. A compa- 
rable expansion of markets and stimulation of the economy results, 
however, if instead of being devoted to foreign investment the funds 
are spent on domestic investment or on consumer goods and services. 
In short, foreign investment, domestic investment, and consumer 
spending all create markets for production and stimulate the econ- 
omy. Although to some extent different industries are involved, there 
is no reason to suppose that this makes the immediate result of one 
of these uses of funds better than another from the viewpoint of the 
economy as a whole. 

Underlying the conclusion just stated is the basic assumption that 
the outflow of foreign investment takes the place of domestic invest- 
ment or domestic spending rather than being added to it. If, how- 
ever, foreign investment constitutes an addition rather than a re- 
placement, the total stimulation of demand is increased. The effect 
on the economy of such an increase depends on the circumstances. 
If the period is one of full employment or inflationary pressure, the 
effect of additional foreign investment will be to divert resources 
and add to inflationary pressure. If the period is one when recession 
or underemployment threatens, the effect will be to help sustain a 
high level of business activity and employment. In the early post- 
war period investment abroad undoubtedly contributed in the short 
run to inflationary pressures in the United States. Viewed in a longer 
historical context overseas investment, broadly defined, has helped 
sustain and promote the United States economy at various times 
beginning with the period of World War I. 

Whether the outflow of foreign investment will be needed in the 
future to sustain and promote the United States economy because 
of insufficient investment and consumer spending at home is a vital 
question for United States economic policy, domestic and foreign 
alike. Some economists maintain that a major expansion of net in- 
vestment flowing abroad is likely to make the difference in our 
economy between unemployment and relative stagnation and full 
employment and dynamic growth. Most economists, I would sup- 
pose, doubt the necessity of such “economic bleeding” as a require- 
ment for ebullient economic health if appropriate domestic policies 
are followed. Perhaps the real question is whether such policies are 
likely to be followed—but to pursue that question would take us 
far afield. 

After some lapse of time the investment abroad comes to fruition 
in the production of goods or services, thus contributing to the eco- 
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nomic development of the host country. The consequences for inter- 
national trade and accordingly for the United States economy, it 
should be noted, are the result of the economic development and 
occur regardless of whether the source of the capital was the United 
States, some other country, or the domestic savings of the develop- 
ing country. 

In general, rising production and productivity in any country are 
beneficial also to other countries, since all goods are made available 
at lower costs. The impact on particular businesses, however, may 
be adverse. Thus United States producers of certain raw materials 
and manufactured products may find that economic development in 
another country has curtained their markets abroad and even at 
home. On the other hand, many investments do not create any com- 
petitive problems, including investments in transportation, public 
utilities, construction, distribution, and some kinds of manufactur- 
ing and agriculture. With respect to some of the minerals and other 
raw materials, competitive problems that may be caused for certain 
United States firms are far outweighed in the national interest by 
the needs for such materials in United States industrial production 
and growth. Moreover, the general effects on United States manu- 
facturing industries which result from the establishment and devel- 
opment of manufacturing industries in the less industrialized coun- 
tries are likely to be distinctly beneficial. Industrialization in such 
countries is usually accompanied by a substantial increase in na- 
tional income, and the record is rather clear that as national income 
rises the demand within the underdeveloped country for imported 
goods also rises, and, if foreign exchange is available, imports in- 
crease, although the kinds of commodities imported are likely to 
change over time. Thus while certain United States industries may 
find their markets contracted by the industrial development of less 
developed countries, the markets of other industries expand. This 
expansion should be greater than the contraction if the dollars avail- 
able to foreign countries to buy our goods are increased through an 
expansion of our imports—or through an increase in our private 
foreign investment or government loans and grants. 

For this paper, the important question is whether economic de- 
velopment in other countries resulting from private foreign invest- 
ment is more valuable to the United States than economic devel- 
opment at home resulting from domestic investment. The only 
circumstance where this would seem to be the case is where the 
resulting foreign production would be cheaper and more efficient, 
thus giving us larger supplies at lower costs. The value of such 
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opportunities would be recognized without the necessity of differ- 
ential United States taxation. Indeed it is highly significant that the 
tax benefits provided under the Treasury proposals would be denied 
to any corporation that shipped to the United States more than 10 
per cent of its foreign production. 

The third aspect of the impact of United States foreign invest- 
ment on the domestic economy is reached when the income on the 
investment is brought home. At this stage foreign investment is pref- 
erable to domestic investment only as it yields higher returns and 
as these are realized by bringing the income back to the United 
States to increase the income of the domestic economy. If this in- 
come is to be received in the United States the paying country must 
find ways to increase its supply of dollars. In the absence of an in- 
creased outflow of government loans, grants, and private foreign 
investment from the United States, its imports of goods and serv- 
ices must be increased. Otherwise exports will fall or the investors 
will not receive the income from their investments. While such im- 
ports do not operate to reduce the demand for domestic production 
as a whole, certain specific industries undoubtedly would face great- 
er competition. This might pose no problem if the United States 
desired to buy very large amounts of non-competing goods and serv- 
ices. Otherwise the United States would need to be prepared to 
permit the entrance of more goods competing with our own in- 
dustries. The repatriation of capital investment raises the same 
problem. 

It is conceivable that the outflow of investment from the United 
States could for many years exceed the inflow of earnings and the 
repatriation of investment. Foreign exchange problems of the coun- 
tries from which earnings and investment were to be transferred 
would thus be largely solved by the new investments. In foregoing 
the use of the income, however, the United States economy would 
lose not only the extra benefits from higher returns on foreign in- 
vestment but also the benefits that would have been derived from 
the domestic investment of the same funds. 


FOREIGN PoLicy AND Tax INCENTIVES 


In weighing the considerations which have thus far been described 
reasonable men can arrive at different conclusions. My own con- 
clusion is that if tax incentives are to be justified it must be on the 
grounds of their support of foreign policy objectives, not on grounds 
of fairness or of the needs of the United States economy. 

The major foreign policy objective relevant to this matter appears 
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to be the promotion of the economic development of the less indus- 
trialized countries. The thesis that United States private foreign 
investment can and will, if encouraged, accelerate such development 
seems to be in large part responsible for the Administration’s rec- 
ommendation of tax concessions for the income from such invest- 
ment. The major objective is to increase the military security of the 
United States while saving the taxpayers’ money. The underlying 
belief is that it will be difficult, perhaps impossible, to achieve and 
maintain political stability and world peace in the absence of rising 
per capital levels of production and consumption in the less de- 
veloped countries. 

The competition of the free world with the Soviet Union for the 
minds and hearts of men seems destined to be carried on at least in 
part in the field of economic development. Even aside from this the 
United States stands to derive substantial long-run advantages from 
being a major source of foreign capital in the development of the 
underdeveloped countries—advantages in the form of both com- 
mercial and cultural ties. A United States businessman who has 
both a firm grip on democratic principles and a sympathetic under- 
standing of the aspirations of underdeveloped countries can be an 
ambassador of good will and an instrument for promoting abroad 
our principles of economy and government. 

Reading the official statements in which tax incentives are rec- 
ommended gives the distinct impression that the policy is strongly 
motivated by an intention to substitute the expansion of private 
foreign investment for government grants and loans. Enlarging pri- 
vate enterprise abroad and saving the taxpayers’ money are objec- 
tives that all or at least most of us will warmly support, but I be- 
lieve there is involved here a major misreading of the relationship 
of public and private investment in promoting economic develop- 
ment. An important obstacle to private investment in many coun- 
tries is the lack of a basic economic structure including a healthy, 
educated, and decently housed labor force, adequate transportation 
facilities, and ample electric power to meet present and prospective 
requirements. Taxes or no taxes, private investment is not going into 
basic or scientific education, or into roads, health programs, water 
supply, or sewage systems, and for various reasons it is not likely 
to go into railroads or into electric power plants. 

If the United States wants to stimulate private investment in un- 
derdeveloped countries, the most effective method would seem to 
be to help in the development of the basic economy. It is putting 
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the cart before the horse to think that through tax incentives pri- 
vate investment can be made to do the job of public investment or 
can be greatly increased where the minimum basic economic struc- 
ture is lacking. There is an element of danger in the Administration’s 
emphasis on tax concessions, namely, that we may persuade our- 
selves that granting tax concessions will fulfil the responsibility of 
the United States for the economic development of the rest of the 
free world. When the results of tax concessions were found to be 
too little, it might then be too late to do the other things that need 
to be done. 

If that danger is avoided and private investment is seen in its 
proper perspective in a foreign economic policy that comprises many 
necessary elements, there is much to be said in favor of encouraging 
private investment abroad. Such investment usually involves much 
more than cash or machinery and equipment. Some competent ob- 
servers have suggested, perhaps extravagantly, that the major bene- 
fit of direct United States investment in an underdeveloped economy 
is that business management goes into the country, which it is not 
likely to do except as an accompaniment of the investment. More- 
over, United States businesses abroad have to an increasing extent 
found it desirable and feasible to train local personnel and gradu- 
ally withdraw United States personnel from the operation. 

Accepting the desirability of encouraging private investment 
abroad, it does not necessarily follow that tax concessions should 
be offered for this purpose. It is still necessary to weigh the pro- 
spective benefits against the prospective cost. On the benefit side 
tax incentives would undoubtedly have some stimulating effect on 
investment abroad, since there must be some cases in which the 
amount of tax concession would be the deciding factor in favor of 
making the investment. The amount by which private investment 
abroad would be increased by tax concessions is another matter; the 
studies that have been made of the problem indicate that it would 
be limited. The rates of profit that are being made by businesses 
in many countries are so high that taxation cannot be the obstacle 
that is preventing investment from the United States. There are 
many other obstacles to investment—among them the necessity of 
learning a new language and of working with people having differ- 
ent habits and attitudes; political instability and the possibility of 
expropriation or other adverse political action; the uncertainties of 
money convertibility—often the major obstacle; and the lack of 
the vital basic economic structure previously referred to. Except as 
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these obstacles are largely overcome tax concessions may be ex- 
pected to be relatively ineffective as a stimulant to private in- 
vestment. 

Against the limited results to be expected from tax concessions 
must be weighed their costs in revenue and otherwise. The revenue 
loss would involve more than the taxes waived on new investment 
resulting from the concession. There would also be revenue loss 
from investment that would be made in the future without any tax 
concession as well as revenue loss from the large accumulated total 
of foreign investment already made—much of it not in underde- 
veloped countries—since it would not be practicable to distinguish 
new from old investment. 

There is another aspect that requires attention. The granting of 
tax concessions would undoubtedly be very favorably received by 
the governments of many of the underdeveloped countries. Some 
of these governments have strongly urged that the United States 
should not impose any tax on income from business carried on in 
their countries. They point out also that the United States system 
of taxation makes it difficult for them to give incentives to stimu- 
late investment by United States business. How much encourage- 
ment the United States should give other countries to use tax con- 
cessions to attract investment by United States business is an open 
question. The experience of our states and cities in competitively 
granting tax exemptions to attract investment has not been a very 
encouraging one. The widely publicized example of Puerto Rico is 
completely misleading, as far as other countries are concerned, since 
Puerto Rico has free access to the whole United States market with- 
out tariffs or quotas. Nevertheless, while other countries might be 
disappointed in the results from tax concessions, their desire that 
such concessions be granted is a consideration that must be given 
some weight in determining United States policy. This, however, is 
a matter for bilateral treaties rather than general legislation. 

Another point that belongs in the foreign policy category is that 
the present United States foreign tax credit encourages other coun- 
tries to increase their income taxes so that those countries instead 
of the United States receive the taxes. It is urged that United States 
taxes on income from foreign investment be reduced to remove this 
tendency. There can be no doubt that the tendency exists. I see no 
way of removing it except by giving up in effect if not in appear- 
ance the taxation of income from foreign investment, or by repeal- 
ing the tax credit. These seem unnecessarily drastic alternatives. 
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Countries are not likely to impose higher taxes on their own busi- 
nesses merely to take advantage of the foreign tax credit on in- 
comes of United States businesses. In view of the strong position 
from which the United States can negotiate with the countries like- 
ly to be involved, it should not be difficult to prevent discriminato- 
rily high taxes against United States businesses, especially if the 
United States is prepared to negotiate—as it now is doing—tax 
treaties in which tax incentives by the other country would be al- 
lowed in computing the foreign tax credit. 


APPLICATION OF TAX INCENTIVES 


If a general tax incentive is to be granted by statute, it should 
be carefully drafted to insure to the greatest extent possible that 
the tax relief applies only to income from investment and operations 
which contribute to the economic development of foreign countries, 
and which can actually be stimulated by tax relief. This would mean 
excluding from tax relief the income which is derived from the ex- 
portation of goods from the United States as distinguished from 
income derived from operations abroad that add to the usefulness 
of the goods. Exporters, of course, perform an important function, 
but make little, if any, contribution to foreign economic develop- 
ment. Moreover, since the total volume of exports from the United 
States is dependent on our policy toward imports, on the amount 
of foreign investment being made, and on our governmental grants 
and loans, it would be futile as well as expensive to give tax relief 
in an effort to stimulate total exports. The stimulation of the ex- 
ports of some commodities would be at the cost of exports of others. 
The Administration proposals would not apply the proposed tax 
relief to profits from exports, but the distinction is an administra- 
tively difficult one to draw. 

If tax benefits are to be granted, I would urge that this be done 
not by reducing rates but by deferring the payment of the tax as 
long as the income is reinvested abroad. Tax deferment would be 
a privilege of very substantial value to taxpayers. During the period 
over which the income was reinvested abroad, the company would 
be permitted to treat the deferred tax as an addition to its capital 
for the purpose of earning a return. If income was left abroad for 
several years or more, earnings on the deferred taxes would be the 
equivalent of a substantial reduction in the rate of tax. 

Tax deferment is already enjoyed by foreign subsidiaries; ex- 
tending it under appropriate safeguards would be a move toward 
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uniformity. Tax deferment focuses the incentive on the reinvest- 
ment of earnings abroad; the stimulus is thus on investment, since 
the deferment ends when the income is brought home. Tax defer- 
ment recognizes the foreign exchange difficulties which taxpayers 
often face. Generally speaking, under tax deferment accuracy of 
the line distinguishing income from exports and income from for- 
eign investment would not be a very important matter, since ex- 
porters ordinarily would wish to have their income for use in the 
United States. Finally, if the deferment were found to be working 
badly it could be brought to an end and the taxes collected over a 
reasonable transition period. 

The objections to using rate reductions as a tax incentive device 
with respect to income from investment abroad seem to me per- 
suasive. Rate reductions do not place the incentive at the right 
point, namely, on increasing the investment abroad. They would 
make very important the accurate distinction between income from 
exports and income from investment and other operations. Once 
the principle of rate reduction was accepted, political pressures 
almost certainly would be applied over the years to extend the 
scope of the income entitled to benefits and to decrease the tax rates 
applying to income qualifying for benefits. This would not be con- 
ducive to a favorable climate in which to maintain the strength and 
integrity of the federal tax system. 
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THE FUTURE of the corporation income tax will be largely deter- 
mined by the extent to which this levy can meet the standards which 
modern societies have established for the major components of their 
respective tax systems. The first objective is, of course, revenue. 
But in addition we want taxes that will satisfy our sense of fairness, 
that will contribute to the stability of, and interfere as little as pos- 
sible with the growth of, the economy. Finally, we want taxes that 
will not distort business policies and practices, and that will not 
encourage the wasteful use of resources. These are admittedly high 
standards which no tax can be expected to meet perfectly; but the 
goal of tax policy should be to come as close as possible to meeting 
them. Meanwhile, they serve as useful benchmarks in terms of 
which we can appraise the relative strengths and weaknesses of the 
taxes which we now have. 

As a revenue producer, the corporation income tax is far and 
away our second best tax. During the current fiscal year, it is ex- 
pected to yield close to $20 billion, or about one-third of the total 
net budget receipts of the federal government for this period. Only 
the individual income tax, with an estimated yield of nearly $33 
billion for the current year, can surpass the performance of the 
corporation tax. The productivity of this levy has always been one 
of its strongest recommendations; but the tremendous increase in 
its yield since 1939 has gone far beyond anything that was ex- 
pected of it before the war. The present 52 per cent corporate rate 
is, of course, nearly three times as high as the 19 per cent rate 
which produced a $1.2 billion yield in 1939; but it is the more than 
sixfold increase in corporate profits that accounts for the major 
part of the rise in yield. As long as business continues to prosper 
to the degree that it has since the war, the corporation income tax 
will clearly be able to pass this first test. 

From the standpoint of equity, the corporation income tax has 
long been regarded as a rather unsatisfactory levy. The dual struc- 
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ture of the income tax, as it developed in the United States, Great 
Britain, and other countries, was no accident; nor was it “the mere 
by-product of stoppage at the source.” There was, and still is, a 
widely held belief that a business entity, especially if it is large and 
impersonal, has an individuality and capacity to pay of its own, 
and that it should accordingly in some way and to some extent pay 
taxes as such. Furthermore, it has long been accepted that if we 
impose high surtaxes on individuals, whether their income is saved 
or spent, we cannot permit corporate savings to be free from rough- 
ly comparable surtaxes. But in attempting to give effect to these 
beliefs, we have been confronted with a practical problem that 
cannot be satisfactorily solved. And this problem has been ag- 
gravated by the necessity for sharp increases in both corporate and 
individual income tax rates. While the separate entity defense of a 
tax on corporate profits might support a low-rate tax, it cannot 
justify even the 30 per cent normal tax which we currently impose. 
And while a 52 per cent tax on the retained earnings of corporations 
is a not unreasonable compromise between the highest and lowest 
rates applicable to individual savings, we cannot overlook the fact 
that with respect to all but a few owners of corporate stock it fails 
to achieve anything like absolute equity. Finally, there is the much 
publicized injustice that we do to corporate shareholders in taxing 
dividends at both the full corporate rate and the now almost full 
individual rate. 

The equity case against the corporation income tax is compli- 
cated by the fact that we are not altogether certain who actually 
pays the tax. Many businessmen have long insisted that they regard 
the tax as a cost which they can and do pass on to their customers. 
Economists, on the other hand, insist that the bulk of the tax falls 
on the stockholders. The distribution of the burden clearly depends 
to some extent on business conditions; and it is generally recognized 
that conditions since the end of the war have been unusually favor- 
able for shifting. Nevertheless, recent studies indicate that stock- 
holders are now bearing at least two-thirds of the corporation tax 
burden.’ 

In appraising the equity of the corporation income tax, account 
must also be taken of the possibility that a high tax may spur man- 
agement to cut costs and improve methods of production as a means 
of shielding stockholders from the full weight of the tax. Further- 


1. See paper submitted by Richard R. Musgrave to Subcommittee on Tax Policy of 
Joint Committee on the Economic Report, Federal Tax Policy for Economic Growth 
and Stability (Washington, D.C.: Government Printing Office, 1955), p. 96. 
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more, to the extent that a high corporate tax contributes significant- 
ly to a more stable economy, the owners of corporate shares will 
benefit along with everyone else. But even if we take the foregoing 
considerations into account, the corporation income tax clearly fails 
to measure up to currently accepted standards of fairness. 

Because of the sensitivity of corporate profits to changes in the 
level of business activity, the present high-rate corporation income 
tax has made a substantial contribution to the stability of the econ- 
omy in recent years. For example, over the twelve-month period 
from July, 1953, to July, 1954, when personal income derived from 
production was falling at an annual rate of $4.4 billion, corporate 
income was decreasing at an annual rate of $7.4 billion. The decline 
in personal tax payments which was attributable to the decline in 
personal income derived from production was about $1 billion, but 
the decline in the tax liability of corporations which was attributable 
to the drop in corporate profits before taxes was $4.5 billion. As a 
stabilizer the corporation income tax must be given a high rating. 

One of the principal complaints against a high-rate corporation 
income tax is that it is an investment-repressive tax. As such, the 
tax is held to interfere with the growth of the economy. If we as- 
sume that the bulk of the tax cannot be shifted, it can hardly be 
denied that a 52 per cent levy on corporate profits must affect ad- 
versely both the ability and willingness of corporations to make 
new capital outlays. A tax which diverts so large a share of business 
earnings to the Treasury must of necessity reduce the volume of 
funds available for reinvestment in new physical assets. It must 
also reduce the incentive of business management to acquire such 
assets, since the tax cannot help but reduce the expected rate of 
return to be derived from the investment. And, to perhaps a lesser 
extent, such a high tax on corporate profits must reduce the attrac- 
tiveness of equity investments for those individuals who are able 
to supply business with new capital. So-called income-minded in- 
vestors must take into account the effect which the tax is certain 
to have on the dividend paying capacity of the corporation; and 
appreciation-minded investors can hardly overlook the fact that a 
high corporate tax limits the extent to which corporate profits can 
be plowed back into the business, and consequently the extent to 
which their shares are likely to appreciate. 

It is further complained that the impact of this investment-re- 
pressive tax falls with particular force on small growing enterprises, 
which are frequently less able to pass the tax on, and which are 
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usually more dependent upon retained earnings for the financing 
of their expansion than are their well-established competitors. As a 
result, it is argued, a high-rate corporation income tax not only 
retards the rate of capital formation, but abets a trend toward 
greater industrial concentration. As Professor Paul McCracken told 
the Mills Committee recently: 

This is obviously a question of substantial importance. The vigor and vitality 
of a free-enterprise system is absolutely dependent on having existing companies 
subject to constant challenge not only by present competitors but by new firms 
as well. This is an important part of the process by which the productivity of the 
American economy has been kept so high. Anyone with a better idea should be 
free to make an assault on the status quo. In that way we are assured that only 
those who can most effectively use our productive resources will survive.” 


The foregoing arguments make a strong case against the present 
corporation income tax; but in weighing them, it should be ob- 
served that they do not take into account the spending effects of cor- 
porate tax receipts. For some purposes, such as for a comparison 
of the relative merits of two different levies that might be regarded 
as alternatives, this is quite legitimate; but for the case in point it 
may be quite misleading. We know for a fact that the high cor- 
porate rates which have been in effect since the end of the war have 
not prevented corporate profits after taxes from rising to record 
heights. Neither have they prevented gross private domestic invest- 
ment from maintaining roughly the same ratio to gross national 
product as the ratio that was maintained during the low-tax twen- 
ties. Clearly, the impact of the high taxes on corporate profits has 
to a very considerable degree been offset by even greater increases 
in profits and by an expectation of their continuance, both of which 
are attributable in part to the size of the federal budget. Further- 
more, there is no clear evidence at the present time that high in- 
come taxes are bringing about a greater degree of industrial con- 
centration. Again, the effect of high taxes may have been offset by 
the effect of high employment.® 

But before we conclude that we have nothing to fear from a high 
rate corporation income tax, we should perhaps again pause to re- 
flect on the likelihood of an indefinte continuance of the present 
boom. The boom has been supported in part by large government 
expenditures which may be expected to continue; but it also rests 
on a steadily rising level of consumer demand which has been fed 

2. Ibid., p. 148. 


3. On this point see paper submitted to the Mills Committee by M. A. Adelman, ibid., 
p. 669. 
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to a considerable extent by an expanding stream of credit. This 
spending, and the capital outlays which have followed in its wake, 
have provided the basis for the optimistic investment expectations 
of businessmen. But when the pace begins to slacken—as it must, 
sooner or later—can we expect the repressive effects of high taxes 
to be held in check? We have yet to see how our present federal tax 
system will perform under less buoyant conditions than those which 
have prevailed almost without a break since 1945. Up to the pres- 
ent, the fact that the corporation tax is an investment-repressive 
levy should, perhaps, be scored in its favor. Without such a tax, 
the boom might have gotten out of hand. But the advantages of 
this kind of a levy may become less apparent before we reach the 
end of the next decade. 

Another frequently heard complaint against the corporation in- 
come tax relates to its impact on the capital structure of corporate 
enterprise. The unneutrality of the tax as between equity and debt 
financing is believed to encourage corporations to rely more heavily 
on bond issues and term loans than they would be inclined to do if 
dividend payments and interest payments were treated in the same 
way under the income tax law. The extent to which corporations 
have actually been pushed into debt financing by the availability of 
the interest deduction is a matter of some dispute. Although it is 
clear that corporations have relied much more heavily on bond 
issues than they have on stock issues in the external financing they 
have carried out in recent years, by far the principal source of new 
capital has been retained earnings. Furthermore, as the Staff of 
the Committee on Banking and Currency found in its study of fac- 
tors affecting the stock market, the relation of stock issues to total 
corporate securities offered for cash was not very different during 
the high-tax years 1952, 1953, and 1954 than it was during the 
low-tax years 1923 to 1927. Indeed, considering the low level of 
interest rates, and the relatively low price-earnings ratios in the 
case of common stocks, which have prevailed during most of the 
years since the end of the war, it is difficult to find much evidence 
of a tax impact on corporation capital structures. While there have 
undoubtedly been cases where tax considerations have prompted 
debt financing, as well as cases where corporations have converted 
preferred stock into debt, the number of such cases appears to be 
quite limited. 


4. Staff Report to the Committee on Banking and Currency, Factors Affecting the 
Stock Market (Washington, D.C.: Government Printing Office), p. 955. 
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If the tax bias in favor of debt financing should make itself more 
widely felt, it could have significant economic consequences. The 
more debt a firm has in its capital structure, the more sensitive it 
is likely to be to changes in the level of economic activity. The firm 
with outstanding debt obligations will normally try to conserve its 
cash at the onset of a recession, both to stengthen its liquidity 
position and to be able to meet the cash drain which it cannot avoid 
if it wants to stay out of bankruptcy. This tends to have a de- 
stabilizing effect on the economy. From a theoretical standpoint, 
therefore, it is probably correct to put the debt-encouraging effect 
of the corporation income tax down as a count against it. 

Finally, mention should be made of the impact of a high-rate 
corporation tax on certain types of business expenditures such as 
those on advertising, entertainment, and executive pensions. At 
best many of these tax-stimulated outlays contribute little or noth- 
ing to our economic welfare, and at worst they entail a wastage of 
scarce human and material resources. Short of a sharp reduction 
in the corporate rate, it is difficult to see how these consequences 
of a high-rate tax on corporate profits can be completely controlled; 
but stricter administration of tax deductions might help somewhat. 

Adding up the score, we find that the corporation income tax 
ranks high on some counts and low on others. On the whole it is 
not a bad tax, although it may have been somewhat overworked. 


II 


Congress has long been aware of the numerous defects in the 
corporation income tax upon which we have touched briefly. In fact, 
there was a time, as you may recall, when it appeared that the 
legislators were prepared to give up the idea of taxing corporate 
entities as such in order to cure some of these deficiencies. In 1936, 
the House of Representatives voted to repeal the corporation income 
tax and to replace it with a graduated levy on retained earnings. 
The Senate, however, was unwilling to make so drastic a change in 
the tax structure; and the undistributed profits tax which was final- 
ly adopted became for two years an irritating supplement to, rather 
than a soothing substitute for, the income tax. Following this brief 
experiment with a new principle of corporate taxation, Congress 
lost interest in corporate tax reform until 1954, when, under the 
prodding of a new administration, it again began to give serious 
consideration to the need for improving the equity and correcting 
some of the economic defects of this levy. 
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Thus far, the action taken has been something less than dramatic, 
mainly because revenue considerations effectively blocked out, as 
they had under the previous Administration, any very drastic or 
far-reaching reforms. The principal changes introduced in the 1954 
Act were the 4 per cent tax credit with respect to dividends re- 
ceived by individual stockholders and the accelerated depreciation 
provision which gave explicit approval to the use of the declining- 
balance method and the sum-of-the-years digits method. In addi- 
tion, the carry-back of losses was extended from one to two years, 
the old Section 102 provisions were softened somewhat, and specific 
provision was made for the deductibility as a current expense of 
research and development costs. At one stage of the bill, it con- 
tained a provision that would have permitted small and closely held 
corporations to be taxed as partnerships; but this provision did not 
appear in the final act, even though a companion provision which 
permits certain partnerships and proprietorships to be taxed as cor- 
poration did become law. 

The extension of the loss carry-back is unquestionably a contribu- 
tion to economic stability, and the changes made in Section 102 of 
the old Code (Sections 531-37 in the new one) will probably result 
in increased capital outlays by small closely held businesses since 
they will no longer have quite the same fear of the penalty tax im- 
posed under this section with respect to unreasonable retentions of 
profits. On the other hand, it is doubtful whether the small tax 
credit granted stockholders with respect to dividends received by 
them will have very much effect on the investment incentives of 
individuals. Common and preferred stocks will be somewhat more 
attractive than they were under prior law; but it does not appear 
that this new tax credit has played more than a minor role in the 
stock market boom of the past year and a half. 

At first blush, it appeared that the new accelerated depreciation 
provision might provide business with a considerable incentive for 
making additions and improvements to plant and equipment. The 
ability of corporations to write off a substantial percentage of the 
cost of such investments over a shorter period of time than was 
possible under straight-line depreciation would, it was believed, stim- 
ulate new capital formation and at the same time assist in its financ- 
ing. While the new law does appear likely to bring about some im- 
provement in the working capital position of firms which continue 
to maintain their present rates of investment, there is no way of 
knowing how much additional investment is likely to result from 
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this. On the other hand, Professor Brown’s computations of the 
difference between the present worth of sum-of-the-year-digit de- 
preciation and straight-line depreciation, under various assumed 
discount rates and asset lives, suggests that “the stimulus to invest- 
ment in depreciable assets is modest at best, and is surprisingly 
little affected by the expected life of the asset or by the rate of dis- 
count applied to it.” Brown concludes that the new provision “is 
strikingly similar in its incentive effects to a cut in the income-tax 
rate,” although its ultimate cost will probably be much greater.° 

The conclusions that we are forced to draw from this brief con- 
sideration of the 1954 tax changes is that they have gone only a 
short way in the direction of removing those defects in the corpora- 
tion income tax which might give us trouble under circumstances 
less favorable to new capital formation than those which have pre- 
vailed since the end of the war. This raises the question of what 
more can be done to make this tax less investment-repressive and 
less likely to penalize small business. It is to this question that we 
shall turn in the final section of this paper. 


Ill 


Since the need for revenue will undoubtedly continue to be a 
paramount consideration of tax policy for some time to come, we 
are probably precluded from counseling much of a reduction in the 
52 per cent corporate rate. If expenditures can be held where they 
are, however, and if the growth of the economy continues at its 
present rate, some substantial reductions in taxes will be possible 
during the coming years within the framework of a balanced budg- 
et. How much taxes can be reduced will, of course, depend upon 
the competing claims of the Treasury for debt reduction and of 
other government departments for funds to support expanded op- 
erations. But there should be something left over for tax cuts. 

If tax cuts do become possible at a time when employment is 
high and prices are stable, a high priority ought to be given to a 
modest reduction in the corporation income tax rate, say to 47 or 
to 45 per cent. Such a cut would not only provide an incentive for 
continued capital formation, but would also ameliorate to some ex- 
tent the distorting effects of the present 52 per cent tax on certain 
business practices to which we have referred earlier. Even if rev- 
enue considerations made it possible, further cuts in this rate should 
be deferred in order to minimize the windfalls which would accrue 


5. Federal Tax Policy for Economic Growth and Stability, p. 497. 
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to those persons for whom the tax has already become capitalized. 

In the interest of relieving the corporate tax burden on small 
business, consideration ought also to be given to some adjustment 
in the total corporate tax as between normal tax and surtax. At the 
present time the 30 per cent normal tax applies to all corporate in- 
come, while the 22 per cent surtax applies only to income in excess 
of $25,000. It would appear that the lighter tax ought to be the 
normal tax. In view of the changes in the price level which have 
taken place since the figure of $25,000 was first adopted as the 
breaking point in the graduation of the corporate rate, a somewhat 
higher surtax exemption might also be desirable. Finally, small cor- 
porations should be given the option to be taxed as partnerships. 
This step was recommended by the President two years ago, and it 
should be considered again. 

To make the corporation income tax more equitable, it is sug- 
gested that the present 4 per cent tax credit for dividends received 
might be replaced by a partial credit to the corporation for divi- 
dends paid. Congress’ instinct was right, although its timing was 
bad, when it moved in the direction of an undistributed profits tax 
as the sole tax on corporations in 1936. A dividend paid credit 
would not only remove a part of the so-called double tax on stock- 
holders, but it would also reduce the impact of the corporation tax 
on the corporation itself. Some persons object to the idea of a divi- 
dend credit on the grounds that it would in effect penalize those cor- 
porations which retain a substantial part of their earnings. While 
the credit can, of course, be looked at in this way, it can also be 
regarded as a method of reducing the effective rate of tax on cor- 
porations which pay out more than a small fraction of their earn- 
ings, which most corporations do. The penalty effects of the tax 
would, in any case, be felt most severely by small enterprises, and 
their problem might be taken care of in other ways. We should not 
be too prone to let the tail wag the dog. 

As for the continuing investment-repressive impact of a relatively 
high corporate rate on retained earnings, the best solution might be 
a tax credit over an above-normal depreciation, such as has been 
suggested by Professor Brown, and as has been actually applied in 
Great Britain. If an additional stimulus to capital formation is 
needed at the corporate level, such a provision would appear likely 
to do the trick. Moreover, as Brown points out, the stimulative ef- 
fect of a tax credit for investment could be heightened by limiting 


6. Ibid., p. 503. 
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the credit to expenditures on depreciable assets in excess of normal 
depreciation. This would mean that a firm could secure the benefits 
of this credit only so long as it continued to expand. 

Whether we like it or not, the corporation income tax is here to 
stay; and for the near future there is little likelihood that it can be 
other than a high-rate tax. Despite its many defects and shortcom- 
ings, we can, it appears, live with such a tax; although our chances 
of living as well or better than we now do with it may well depend 
on the extent to which we can soften its investment-repressiveness 
and ameliorate its inequities. 











THE ROLE OF SALES AND EXCISE TAXATION 
IN THE OVER-ALL TAX STRUCTURE 


Joun F. DuE 
University of Illinois 


SALES AND EXCISE taxation is the third most important source of 
tax revenue in the United States in terms of the over-all picture of 
federal, state, and local governments. These taxes yielded a total of 
$15.6 billion’ in the 1955 fiscal year, or about one-fifth of the total 
tax revenue of $83 billion. This over-all category, however, includes 
a wide variety of taxes, which may be grouped into four major 
classes: 

1. The sumptuary excises, on liquor and tobacco, yielding a total 
of $5.2 billion ($4.3 billion at the federal level, $0.9 billion to the 
states), or over 6 per cent of total tax revenue. 

2. The tax on gasoline and other motor fuels, yielding a total of 
$3.4 billion ($1 billion to the federal government, $2.4 billion to the 
states), or 4 per cent of total tax revenue. 

3. The general sales taxes, yielding a total of $3 billion ($2.6 
billion to the states, $0.4 billion to the local governments), or a little 
less than 4 per cent of the total. 

4. The so-called luxury and other excise taxes, yielding $4 billion 
($3.8 billion federal, $0.2 billion state, mostly on pari-mutual bet- 
ting), or about 5 per cent of the total. 

Despite their importance, these taxes have typically been rele- 
gated to a minor role in the literature of public finance (except for 
highly theoretical treatments of shifting and incidence) and in the 
study of tax structures by various governmental bodies. It is the 
purpose of the paper to survey recent trends in the excise and sales 
tax structures, to evaluate the present taxes, and to consider re- 
forms in terms of the usually accepted standards of over-all tax 
policy, and the experience of other countries. 


THE FEDERAL Excise Tax SySTEM 


The present federal excise tax system is a collection of diverse 


types of taxes, some of traditional character, some dating back to 
1. Based on data in U.S. Treasury Bulletin (September, 1955); U.S. Bureau of the 
Census, State Tax Collections in 1955; and estimates of local government revenue based 


on U.S. Bureau of the Census, Summary of Government Finances in 1955. Special taxes 
on public utilities and insurance companies are omitted. 
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depression financing, many introduced for war emergency purposes, 
partly with the intent of reducing use of the commodities. During 
the Korean war several of the excises, including those on liquor, 
tobacco, automobiles, and gasoline, were raised for a temporary 
period. The higher rates have been extended, but will expire April 
1, 1956, unless Congress acts to the contrary. The bulk of the rev- 
enue comes from relatively few excises. The liquor and tobacco 
taxes yield almost half of the total (47 per cent), the gasoline tax 
11 per cent, the tax on automobiles and related products 16 per 
cent, and the others about 25 per cent. 

Unfortunately no careful review of the excise tax structure in 
terms of over-all tax policy has been made in the postwar period. 
On several occasions Congress has reduced or eliminated particular 
excises—such as that on motocycles in 1955—as a result of pleas 
of the industry involved, rather than any careful consideration of 
tax policy. In 1954 a general rate reduction was made on most non- 
sumptuary excises, bringing down to 10 per cent the rates which 
exceeded that figure, and the rate on electrical appliances from 10 
to 5 per cent. Again, no careful study was made of the excises. The 
Treasury Department, accepting the principle that no excise tax 
changes must be made which reduce revenue regardless of how 
objectionable particular excises may be, has apparently made no 
thorough analysis of the excise structure in terms of over-all policy. 

Increased complaints have been made of various features of the 
administration of the excises, and as a result a subcommittee of the 
Ways and Means Committee, under the chairmanship of Repre- 
sentative Forand, has conducted extensive hearings on technical as- 
pects of the taxes in recent months. Particular attention was given 
to such questions as the definitions of taxable commodities, the def- 
inition of the concept of manufacturer, the handling of refunds, the 
determination of the sale price for tax purposes, rights of appeal 
from administrative decisions, and the failure of the Bureau to pub- 
lish summaries of excise tax rulings in most cases. Some revision 
of the Code may result from this inquiry. 

Despite the lack of careful study, there is widespread acceptance 
of the point of view that the excise tax structure is highly illogical 
and discriminatory. It is not possible in this paper to analyze the 
system in detail, but a few suggestions of desirable lines of reform 
can be made. 

In the first place, the sumptuary excises are so well grounded in 
tradition that consideration of elimination of them is not worth 








na oc OC 


ee! ee 








Role of Sales and Excise Taxation in Tax Structure 207 


while. The chief justification, apart from the very large sum of 
money which they produce, is the apparently wide acceptance on 
the part of society of the point of view that consumption of the 
particular commodities warrants the payment of a high tax penalty. 

Second, the likelihood of increased federal appropriations for 
highway purposes suggests that several major excises should in the 
future be regarded as suitable bases for the financing of the high- 
way grants, in the manner of the state gasoline taxes, and retained 
permanently in the excise tax structure on this basis. These include 
the taxes upon gasoline, motor vehicles, parts, and tires and tubes. 
If these taxes are retained on the benefit basis alone, the revenues 
should not exceed the amounts used for highway purposes. If, how- 
ever, other luxury excises are retained, these motor vehicle levies 
could justifiably be required to make some contribution for general 
revenue purposes as well as for highway finance. 

Third, the present list of excises contains certain elements which 
cannot be justified upon any logical basis, and have some obviously 
undesirable features. The most objectionable of all is the tax on 
freight, imposed as a war revenue measure in 1942 over the oppo- 
sition of the Treasury, and retained since despite the fact that it 
has no justification on any grounds except revenue, and violates 
virtually every accepted standard of taxation. Particularly, it gives 
an artificial incentive for the transport of goods by private rather 
than public carrier, to the detriment of the development of an effi- 
cient transport system, and of smaller business firms, which are 
typically less able to develop their own private truck transport than 
are larger companies. It is most regrettable that the Treasury De- 
partment, which originally opposed this levy and would not con- 
ceivably support it if it were now proposed for the first time, will 
not support its repeal, because of its obsession with the notion of 
maintaining intact the present revenue levels. The same sort of 
reasoning would lead it to support retention of an excise on bread 
or milk if one had been levied during the war. 

The tax on passenger transportation, although perhaps less dis- 
criminatory, can also be condemned on the basis that it provides an 
artificial incentive for persons to drive rather than use public car- 
riers. This in turn aggravates highway congestion in metropolitan 
areas, one of the worst problems which governments have to face in 
coming years. The decreasing-cost nature of many passenger trans- 
port enterprises aggravates the adverse effects of diversion of traffic 
from them. 
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Fourth, the other so-called luxury excises are obviously discrimi- 
natory among persons on the basis of preferences, and produce a 
reallocation of resources which is difficult to defend. However, the 
undesirable economic effects are less obvious than those of the taxes 
on transportation. The only significant argument for their retention 
is the lessened reliance on income taxation which they permit. There 
would be substantial merit, in the interests of over-all equity, in 
raising the basic first bracket income tax rate sufficiently to yield 
the revenue now obtained from these taxes. Such action is regarded 
as politically unpalatable. But at the very least the luxury excises 
should share in any general tax reductions made. The coming of a 
depression would greatly strengthen the case for the removal of 
these excises; such action would constitute one of the most effective 
countercyclical fiscal measures which could be taken. 


AN ALTERNATIVE: A FEDERAL SALES TAX 


One alternative to the present excise tax system is the introduc- 
tion of a general sales tax. The movement for a federal sales tax 
has by no means died out, but it has had little political appeal in 
recent years, and with present attitudes on the part of the Adminis- 
tration and Congress nothing short of a dire fiscal emergency, such 
as might be created by a sharp rise in defense spending, could lead 
to serious consideration of such a tax. However, the Mason Bill, 
embodying the sales tax plan developed by the NAM, was intro- 
duced again in the current session of Congress. It provides for a 
5 per cent tax on all “end products”—final products of manufac- 
ture, with exemption of food, drugs, tobacco and liquor products, 
and books. The levy would be imposed upon the sale by the manu- 
facturer; the bill contains very detailed provisions relating to the 
definition of the taxable price figure in the case of direct sales by 
manufacturers to retailers or consumers. The tax would replace the 
present excises (except those on liquor and tobacco) and is designed 
to produce the same amount of revenue. The supporters of the 
measure stress its role as a means of eliminating the discriminatory, 
illogical excise tax system. However, opponents of sales taxation 
fear that the real goal of the proponents is an ultimate substitution 
of sales taxation for a large segment of the income tax revenue, par- 
ticularly that obtained from the higher-bracket taxpayers. This 
goal is obvious in the writings of H. L. Lutz, one of the proponents 
of the Mason Bill.” 

2. See for example his statement in Federal Tax Policy for Economic Growth and Sta- 


bility, prepared for the Joint Committee on the Economic Report (Washington, 1955), 
pp. 560-73. 
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The case for and against a sales tax has been presented many 
times and need not be repeated here;* the same is true of the ques- 
tion of the relative merits of placing the sales tax at the manufac- 
turing or at the retail level. However, since the question of a federal 
sales tax may receive more attention in the future—perhaps on very 
short notice—brief attention is warranted to a survey of recent ex- 
perience of other countries with sales taxes, which might be of sig- 
nificance with respect to our own policies. 

Canadian experience——As is well known, Canada introduced a 
sales tax in 1920, converting it from the turnover form to a manu- 
facturers’ sales tax in 1923. The tax, now imposed at a 10 per cent 
rate, is applied to the sale by the manufacturer of all finished prod- 
ucts except most foods, farm and industrial machinery used directly 
in production, fuel, and primary building materials.* The tax yields 
about 14 per cent of the budget tax revenue, plus half the revenues 
of the old age security fund, for which 2 percentage points of the 
tax are earmarked. It is supplemented by excises comparable to our 
own (except for the absence of taxes on transportation and com- 
munications); sales and excises taxes together yield one-fourth of 
federal revenues. The tax is strongly defended by Canada’s Liberal 
government as a desirable element in the over-all tax structure, 
necessary to avoid excessive reliance on income taxes. The tax has 
often been used as a model by advocates of a manufacturers’ sales 
tax in the United States. 

While the Canadian tax is now rather generally accepted as a 
permanent element in the tax structure, it was very unpopular for 
many years, and would have lapsed in the thirties had budget defi- 
cits not arisen. While the tax functions satisfactorily, various fea- 
tures have given rise to continuing difficulty despite thirty years’ 
experience,” as manifested this year by the appointment by the 
government of a committee headed by Mr. K. L. M. Carter, promi- 
nent Toronto chartered accountant, to investigate certain aspects of 
the tax and recommend revisions to the government. The questions 
which are receiving particular attention by the committee include 
the definitions of certain exemptions, especially those of building 
materials and industrial machinery the operation of which has 


3. Ibid. See also the paper by E. C. Stephenson in the same volume, pp. 574-93. 


4. A detailed discussion of the tax is to be found in the volume by the author entitled 
The General Manufacturers Sales Tax in Canada (Toronto: Canadian Tax Foundation, 
1951). 


5. See Report, 1954 Conference, Canadian Tax Foundation (Toronto, 1954), pp. 83- 
116, and Submission to Sales Tax Committee by the Canadian Tax Foundation (Toronto, 
1955). 
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proved troublesome to business firms in some instances, and the 
definition of price for tax purposes on direct sales by manufacturers 
to retailers and consumers. The Act makes no provision for adjust- 
ment of taxable price on such sales, and the procedures followed by 
the Department of National Revenue have been responsible for sub- 
stantial confusion and some inequity, and no right of appeal from 
administrative decisions has been possible. 

The wholesale sales tax—In the discussions of possible federal 
sales taxation in the United States, little attention has ever been 
given to the possibility of the imposition of the tax at the wholesale 
level, that is, upon the last wholesale transaction—the purchase by 
the retailer, whether from manufacturer or wholesaler. This form 
of tax has been used successfully by Australia and Switzerland for 
a number of years. The placing of the tax closer to the retail level 
provides a more uniform burden on various commodities, relative 
to consumer expenditures on them, than is possible with a manu- 
facturers’ tax, allows a lower tax rate for a given amount of revenue, 
and probably lessens somewhat the difficult task of adjusting price 
for tax purposes on direct sales. Short circuiting of the wholesaler 
by the manufacturer no longer creates a tax problem, but the need 
for adjusting the price for tax purposes is still encountered when 
manufacturers sell directly to consumers, as well as in the case in 
which retailers undertake wholesaling and manufacturing functions 
and thus buy at relatively low prices compared to those paid by 
non-integrated competitors. The wholesale level also minimizes diffi- 
culties with respect to import and export transactions. On the other 
hand, there would be a somewhat larger number of taxpaying firms 
than the figure with the manufacturers’ sales tax, although far less 
than the number of retailers and more small, financially irrespon- 
sible tax-paying firms. 

The value-added tax.—A more revolutionary departure from 
usual forms of sales taxation has been made by France in the 
replacement of its production tax (similar to the Canadian sales 
tax) by a tax on value-added, limited to the manufacturing level. 
A low-rate tax of this type, with exemption of small firms, has also 
been used by the state of Michigan as a form of business taxation, 
distinct from the state retail sales tax.” Under the French tax intro- 


6. The plan was originally proposed in the work of M. Lauré, La Taxe sur la Valeur 
Ajoutée (Paris: Recueil Sirey, 1952). For a review of the new tax, see Association Na- 
tionale des Societiés par Actions, La Reforme des Taxes sur le Chiffre d’Affaires (Paris, 
1954), and the paper presented by Carl Shoup, “Theory and Background of the Value- 
Added Tax” before the 1955 Conference of the National Tax Association. 

7. See P. A. Firmin, The Michigan Business Receipts Tax (Ann Arbor: University of 
Michigan Bureau of Business Research, 1953). 
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duced in 1954 (changes in 1948 actually paved the way for the 1954 
change), all manufacturers, not only of finished products but of ma- 
terials and semi-finished products as well, are subject to tax on their 
total sales. But from this figure they are permitted to deduct tax 
borne on all purchases of goods acquired for use in production (with 
minor exceptions). Thus in effect the firm is paying sales tax on the 
value added in manufacture, without the necessity of actual calcu- 
lation of the latter magnitude, as is required under the Michigan 
business receipts tax. The French tax is confined to the manufac- 
turing sector, with inclusion of some wholesaling, but the principle 
could be extended throughout the distribution sector, including re- 
tailing. 

The French form of tax produces the same over-all distribution 
of burden by commodity as a manufacturers’ sales tax confined en- 
tirely to finished products used for consumption or for business pur- 
poses outside the manufacturing sector. If the tax were extended to 
wholesalers and retailers, the over-all distribution of burden would 
be the same as that of a retail sales tax confined to consumption 
goods, since the sum of the values added at each stage in the manu- 
facturing and distribution processes is equal to the retail selling 
price. The value-added tax offers the advantage of spreading the 
impact of the tax out over a larger number of firms than the usual 
single stage tax, without creating the serious competitive disturb- 
ances which arise under the traditional turnover tax as employed 
in Germany and other countries of western Europe.® The cross- 
auditing made possible by the fact that taxes paid by certain firms 
are reported as deductions by others aids in the checking of evasion. 
The system also facilitates the exclusion of producers goods from 
the tax, and thus insures the single-stage nature of the tax; while 
producers goods are directly subject to tax, the amounts paid on 
such purchases are deductible by the firm acquiring the goods when 
it calculates tax liability on its own sales. 

All things considered, however, in reference to possible use of 
this form in the United States, the tax offers little real advantage 
over a properly constituted single stage tax with basic producers 
goods exempt. Its greatest advantage is to be found in countries 
such as France in which the collection of high-rate single stage taxes 
is difficult administratively, and the spreading out of the impact has 
real merit. The value-added tax offers a solution to the sales tax 
problems of such countries as Germany and Italy, in which the 
turnover taxes are highly unsatisfactory, yet the governments are 


8. Austria, the Netherlands, Belgium, Luxembourg, Italy. 
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unwilling to impose high-rate single stage taxes with impact con- 
centrated on a relatively small class of taxpayers. 

The British Purchase Tax and inflation control.—The British ex- 
perience with the Purchase Tax represents one of the most inter- 
esting experiments in the use of a limited scope sales tax with high 
differentiated rates as an instrument of inflation control. Introduced 
at the beginning of World War II partly for revenue, partly for 
control purposes, the tax soon came to be regarded primarily as a 
control device. In both World War II and the period of postwar 
balance-of-payments difficulties, the tax served as an effective in- 
strument to cut consumer spending and thus reduce inflationary 
pressures, curb imports, and free goods for export.® At the same 
time, the exemptions, which cut across commodity lines, freed from 
the tax the great bulk of the expenditures of the lower income 
groups. Bewteen 1952 and 1954 the rate structure was simplified, 
and the rates were lowered, although they remained high by com- 
parison with those of the usual sales tax. There was constant pres- 
sure from various industries for further exemptions and rate re- 
ductions, especially in the automobile and textile fields, and by 1954 
there was widespread feeling in Great Britain that the rates would 
come down still more and differentiation would be lessened, the tax 
becoming primarily a revenue measure resembling the usual sales 
tax. However, in November of 1955, after credit control measures 
had failed to curb an unfavorable balance of payments, the govern- 
ment reduced exemptions and raised rates by 20 per cent, to 30, 60, 
and 90 per cent (and establised new 5 and 10 per cent rate figures 
for textile products and furniture, most of which were previously 
exempt). This return to the use of the tax as a control measure met 
with bitter criticism from many circles. 

As a temporary wartime measure the purchase tax has much to 
commend it from the standpoint of fiscal policy. Even in such pe- 
riods, however, the extremely fine lines of distinction made between 
taxable and non-taxable goods, the problems of insuring equity 
among firms in various types of distribution channels, and the effects 
of rate changes upon retailers with stocks of goods on hand are 
sources of difficulty. As the tax continues in peacetime these prob- 
lems become increasingly troublesome, and the constant complaints 
from industries subject to high rates lead to incessant revision of 
the list of taxable commodities and continuing pressure on the gov- 


9. For a summary of the fiscal effects of the tax, see the article by A. M. Soloway, 
“Economic Aspects of the British Purchase Tax,” Journal of Finance, IX (May, 1954), 
188-208. 
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ernment to make still more changes. There is some doubt about the 
practical ability of any government to continue to use such extreme- 
ly high rates of tax in non-war periods. 

On the basis of this review of foreign experience, several con- 
clusions may be offered, with respect to American policy: 

1. The manufacturers’ sales tax form is not as free of difficulties 
as American exponents of this form of tax like to claim. The chief 
administrative problem centers around the question of establish- 
ment of taxable price in such a manner as to insure equity among 
firms in different types of distribution channels. 

2. The wholesale form of sales tax warrants more attention than 
it has received. But the problem of taxable price is not completely 
eliminated by use of this form. Exploration of the question of tax- 
able price leads more and more to the conclusion that basically the 
retail tax is the simplest form of sales tax administratively, despite 
the large number of firms from which the tax must be collected. 
Continued breakdown of traditional channels of distribution—of in- 
creased direct selling by manufacturers and of backward integration 
by large retailers—is making increasingly difficult the equitable 
imposition of a sales tax at any stage prior to the retail level. At 
the same time, increasing average size of retail units, and improved 
systems of record keeping are eliminating the chief obstacles to 
effective collection of the retail tax. Sales taxes imposed prior to the 
retail level are rapidly becoming technologically obsolete. 

3. The French value-added tax is an interesting experiment and 
offers chance for tremendous improvement in the sales tax struc- 
tures of many European countries. But this form offers little real 
advantage over a single stage tax in such countries as the United 
States in which single stage taxes are feasible. 

4. The British purchase tax offers an instrument of inflation con- 
trol which, if properly employed, may be highly effective. Its use 
in the United States is rendered more difficult by the absence of the 
parliamentary form of government which permits rapid tax rate 
changes. In a period of all-out war, however, further consideration 
of its use is desirable. 


STATE SALES AND ExcIsE TAXES 


In sharp contrast to the federal picture, more than half of state 
tax revenues in 1955 came from commodity taxes. The general sales 
taxes yield $2.6 billion, or 23 per cent of state revenues, the gaso- 
line tax $2.4 billion, or 20 per cent, and the taxes on liquor and 
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tobacco about 8 per cent. Some additional revenue is obtained from 
excises on pari-mutual betting, amusements, and a few other items; 
the states, however, have never extended their excise systems over 
a wide range of goods. 

The sales tax—The number of states using sales taxes has in- 
creased from twenty-three at the end of World War II to thirty-two 
as of December, 1955 (including the Indiana gross income tax); 
the number reached thirty-three during the summer of 1955 when 
the Nevada tax was introduced, but fell back to thirty-two when the 
Pennsylvania 1 per cent levy expired August 31. Twice Pennsy]l- 
vania has introduced the tax and twice has abandoned it. The gov- 
ernor’s proposal to impose a manufacturers’ sales tax on the Ca- 
nadian model was approved by the House in November, but de- 
feated by the Senate after strenuous objections were raised against 
it by manufacturers and other business groups. In March, 1956, the 
legislature re-enacted a retail sales tax at a 3 per cent rate, limited 
to specified groups of commodities, with numerous exceptions. But 
the rule that once a sales tax is in effect more than two years it be- 
comes a permanent element in the tax structure has never been vio- 
lated, except temporarily by Louisiana, which during a political up- 
heaval allowed its four-year-old tax to die in 1940 but reinstated it 
in 1942. For the group of states using the tax, it yields almost ex- 
actly one-third of their tax revenues, ranging from a high of 52 per 
cent in Washington and 50 per cent in West Virginia (including the 
revenues from the low-rate taxes levied on gross receipts of all types 
of businesses in the form of business occupation taxes, in addition 
to that of the retail sales tax) to a low of 10 per cent in Pennsyl- 
vania (in which the rate was 1 per cent) and 18 per cent in Mary- 
land. 

There has been a tendency in the last two years for the tax rates 
to rise, and one state, Washington, has now broken through the 3 
per cent maximum, with a rate of 34 per cent, in addition to a gross 
receipts occupation tax on businesses at all stages in production and 
distribution. Twelve states now use the 3 per cent rate, two have 
24 per cent figures, and sixteen have 2 per cent rates. In Canada, 
British Columbia now uses a 5 per cent rate. Only the Indiana rate 
is under 1 per cent; the 4 per cent retail tax in Indiana is a part of a 
gross income tax. The 3 per cent rates are concentrated heavily in 
the South and on the Pacific Coast. In 1955 alone, three rates were 
raised from 2 to 3, and 2 from 2 to 24 per cent. The coverage of 
the taxes has remained largely unchanged. Eight states exempt food, 
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as has been the case for several years. There is some tendency to in- 
crease exemptions of medicines, and of sales to religious and chari- 
table organizations—a type of exemption that is objectionable ad- 
ministratively. On the other hand, several states have withdrawn 
exemption from liquor and tobacco products, a troublesome and un- 
warranted exemption. 

There is every likelihood that other states will enter the sales tax 
field. A state fiscal survey commission recommended the introduc- 
tion of a sales tax in Massachusetts during the past year, and in 
at least two other states serious consideration was given to the tax. 
The very substantial revenues, relative to total state expenditures, 
which can be obtained at moderate rates render the tax an extreme- 
ly attractive source of income to the state governments. While the 
distribution of burden is somewhat capricious and discriminatory 
against persons whose circumstances compel them to spend high 


-percentages of their incomes, the significance of these effects is mini- 


mized by the relatively low rates in the face of steadily increasing 
per capita real incomes. In the states which employ sales taxes, 
there is extremely little opposition to them. The regressiveness argu- 
ment, of which so much was made during the thirties, has died 
down. Partly this is a result of the sharp increase in coverage and 
rates of the federal income tax after 1940, which renders the re- 
gressiveness of the sales tax less significant in terms of the over-all 
tax structure and strengthens the objections to further use of state 
income taxation. Partly the change in attitude is due to recognition 
on the part of labor groups—the traditional opponents of sales tax- 
ation—that this is the only practical source of revenues for the 
states to finance desired levels of education, welfare, and other func- 
tions. On the other hand, entrenchment of the states in the sales tax 
field greatly strengthens the case against a federal sales tax, regard- 
less of the level at which it might be imposed. Increased costs of 
education are particularly likely to increase the state needs for sales 
taxes and to bring about higher sales tax rates in the coming decade. 

In view of the present and future importance of the sales taxes 
in the state tax systems, it is unfortunate that little study has been 
given to the structure of the taxes; most of them have never been 
reviewed carefully since their hasty introduction in the thirties. The 
sales tax laws of most states suffer from the defect of extending 
coverage of the taxes too far in one direction and not far enough 
in another. In the first place, they apply to an excessive number of 
producers goods, and thus create multiple taxation of the final prod- 
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ucts, with consequent unequal burden on various consumption ex- 
penditures, pyramiding of the tax, and increased cost of capital in- 
vestment. Under the usual legal definition of a retail sale, the tax 
applies not only to final sales of consumption goods, but also to 
sales of machinery, equipment, and supplies to business firms. Only 
sales of goods for resale, including sales of materials or semifinished 
products which become physical ingredients of other goods, are uni- 
versally excluded from the tax. 

Several states have recognized the problem and attempted to 
lessen the amount of multiple taxation.’® Four states extend the 
concept of materials to goods consumed directly in production even 
though not becoming physical ingredients, and nine states (six 
southern states plus Ohio, Michigan, and West Virginia) exempt 
most industrial machinery. Ohio and West Virginia also exempt 
many other categories of producers goods. Farm feed, seed, and 
fertilizer are almost universally exempted and farm equipment in 
some states. As a practical matter, it is impossible to confine a sales 
tax entirely to consumption goods, because many commodities are 
used for both production and consumption purposes, often by the 
same buyers, and sold by retailers dealing with both types of cus- 
tomers. The Ohio attempt to exclude the great bulk of producers 
goods has created serious administrative problems. But there is sub- 
stantial merit, particularly from the standpoint of long-run con- 
siderations relating to economic growth, in excluding industrial ma- 
chinery from the tax, and such other major classes of producers 
goods for which exemption is administratively feasible. 

On the other hand, the coverage of the taxes has been unneces- 
sarily narrow with respect to services. Most of the earlier taxes, 
which served as models for the later ones, were levied specifically 
on the sale of tangible personal property, and thus all services were 
automatically excluded. However, four states (West Virginia, New 
Mexico, Mississippi, and Louisiana) extend their taxes to cover a 
wide range of services, and several other states include some service 
items. Obviously many services cannot feasibly be taxed for social 
or administrative reasons, but a wide range of services rendered to 
consumers by business establishments, such as repair work, dry 
cleaning, laundry, rentals, beauty and barber shop work, etc., can 
justifiably be brought within the scope of the law. There is substan- 
tial merit in extending the scope of the tax to as wide a range of 


10. See the article by D. C. Cline, “Sales Tax Exemption of Producer Goods,” Pro- 
ceedings of the National Tax Association (1952), pp. 618-31. 
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consumer purchases as possible, in the interest of equity and ad- 
ministrative convenience; before further rate increases are made, 
this approach to the gaining of additional revenue should be care- 
fully considered. 

State excise taxes——In the excise tax field the gasoline tax is by 
far the most important levy, yielding $2.35 billion in 1955, or about 
20 per cent of state tax revenue. The most significant change in 
recent years has been the upward trend in rates; one-third of the 
states raised their rates in 1955, to bring the median figure from 
5 to 6 cents in the course of the year. Further increases in the gaso- 
line tax are to be expected if demands for improved highways are 
to be met, even if extensive use is made of the toll principle. Liquor 
and tobacco taxes are the only other state excises of significance; 
these yield about 8 per cent of state revenues. Liquor taxes are used 
by all states and tobacco taxes by forty-two. The rates of the latter 
have been increased by a number of states in recent years. 


Locat SALES TAXES 


In 1954, local governments received a total of $370 million from 
sales taxes, almost all of which was obtained by city governments. 
New York City collected about $300 million, and almost $50 million 
of the remainder was collected by seven cities—Los Angeles, San 
Francisco, Oakland, San Diego, Washington, D.C., New Orleans, 
and Denver. Excise taxes are of negligible importance at the local 
level, although gasoline taxes are imposed by cities or counties in 
some states. 

The trend toward establishment of sales taxes at the local level 
continues, but the movement is still limited to a few states. The 
right to impose such taxes is granted to all or most city govern- 
ments in California, Illinois, Mississippi (and Alaska), and to lim- 
ited numbers in New Mexico, Louisiana, Alabama, New York, Colo- 
rado, Virginia, New Jersey, West Virginia, and Arizona."! During 
the last two years a marked trend toward state collection of the 
local sales taxes has been manifest, in large part because of the 
great difficulties encountered in California with local administration. 
Mississippi inaugurated the state collection system (although it had 
been used for a number of years previously by the Province of 
Quebec), a new New Mexico law provides for state collection, and 
Illinois likewise requires state collection. In all three cases the local 

11. It is very difficult to keep current the list of municipal sales taxes; the list of states 


in which municipal sales taxes are now employed is based upon information provided by 
the Municipal Finance Officers Association. 
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rate is specified by state law (4 per cent in Illinois, for example). 
Cities in Illinois have enjoyed the right to levy local sales taxes 
since 1947, but the action required approval of the voters, and none 
of the ten or so cities which attempted to obtain this approval suc- 
ceeded. In 1955 the popular vote requirement was removed, and the 
tax spread like wildfire. Within six months some 617 cities and 
towns in the state, including Chicago, had imposed the levy, some 
local governments actually were looking around for ways to spend 
the money after imposing the tax. With state collection, the base of 
the tax is necessarily the same as that of the state levy, and thus 
operation of the local levy is greatly simplified. For example, in Illi- 
nois, tax on sales made for delivery outside the city are still sub- 
ject to city tax, and the revenue accrues to the city of location of 
the seller, not of residence of the buyer, as is true in Quebec. 

In California the local imposition and collection of sales taxes 
resulted in almost complete chaos, and during 1955, the legislature 
finally took action to eliminate the worst evils. As of December 1, 
1955, 188 cities (out of a total of 318) were levying sales taxes, 
applying to about three-fourths of all sales in the state covered by 
the state sales tax. About one-fourth use a 4 per cent rate, and 
three-fourths a 1 per cent rate, with a definite trend toward the 
latter. One—isolated Needles—uses a 14 per cent figure. Most of 
the cities impose, but do not successfully enforce, use taxes. The 
bases of the taxes are not uniform, and vary from the state tax. 
Sales for delivery outside the city are in general not taxable. Apart 
from the evils of duplicating administration, the local taxes have 
created great nuisance and expense for the retailers,” increased de- 
livery costs, and furthered out-of-city purchasing. In some areas, 
“Shop Here and Avoid City Sales Tax” signs are widespread. 

The new plan, effective April 1, 1956, is based upon the use of 
county sales taxes with credit for city taxes against the county levy, 
and state collection of both city and county taxes on a contractual 
basis. Each county is authorized to levy a sales tax, provided (1) 
the rate is 1 per cent, (2) the base is the same as that of the state 
tax, and (3) the county contracts with the State Board of Equali- 
zation for collection. In turn, cities will retain the right to levy sales 
taxes, and taxes paid by retailers to a city will be credited against 
county sales tax liability, provided (1) the city rate is 1 per cent, 
(2) the base is identical with the state tax base, and (3) the city 
contracts with the Board of Equalization for collection. Thus coun- 


12. See the pamphlet by the California Retailers Association, Let’s Make Sense out of 
Local Sales Taxes (San Francisco, 1955). 
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ties are given incentive to levy the tax since they will gain revenue 
from sales in rural areas, and the cities are given strong incentive 
to bring their taxes in line with the program in order to qualify their 
taxes for the credit and avoid possible double collection of tax from 
their residents. 

If the program is carried through, the cities and counties will both 
be insured revenue from the tax, and the fear of loss of sales to 
non-taxed areas will be eliminated, thus enabling cities not now 
using the levy to impose it.** Uniformity of local sales tax rates will 
be attained, with elimination of the incentive to shop outside of the 
cities, local sales tax administration will be eliminated, and the 
tasks of ihe retailers tremendously simplified. The effect will be 
almost the same as that of a uniform 4 per cent state tax, with 
sharing of 1 per cent on the basis of origin. 

It is likely that financial pressures on local governments will 
force more and more states to allow the localities to tap the sales 
tax source. But California experience has demonstrated very clearly 
the evils of allowing the local governments to adjust their taxes and 
administer them as they see fit; local autonomy is not worth the 
difficulties which result. State collection of locally imposed taxes, 
as in Illinois, avoids the compliance and administrative problems, 
but it does not solve the problem of the tendency of city sales taxes 
to drive shoppers—and stores—outside of the city limits. One of 
the chief financial problems of metropolitan areas is that of sub- 
urban fringe areas—the movement of population and business out- 
side of the city limits and the reluctance of the new suburban areas 
to approve annexation. As a consequence orderly development of 
the areas, from the standpoint of streets and other governmental 
functions, is impeded, special districts for various purposes are cre- 
ated, and in the end total tax burdens are often higher rather than 
lower. Any tax measure which increases the incentive to move out- 
side the city limits is obviously undesirable. 

This problem, together with the administrative and compliance 
difficulties, can be avoided completely by the sharing of a uniform 
supplement to the state rate with the local governments, on the basis 
of place of collection, population, or other measure. This method 
also permits a more logical sharing of revenue among other local 
units, such as school districts, if necessary. 

This system is, of course, charged with the loss of local financial 
autonomy and local financial responsibility. But when circumstances 

13. In San Mateo County, which contains a number of contiguous cities without inter- 


vening rural areas, no city taxes are now imposed because of the reluctance of any one 
city to impose the tax when others do not. 
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compel the great majority of city governments to use the sales tax, 
the autonomy with respect to use of the tax is more imaginary than 
real, and such loss as does occur is perhaps not an unreasonable 
price to pay to avoid the evils of independent local imposition of 
the taxes. The California system does offer the advantage of re- 
taining the responsibility for imposing the tax on the local govern- 
ments, yet gaining the advantage of greater uniformity. It will be 
interesting to see how the California experiment operates. 


CoNCLUSIONS 


Considerations of economic effects, equity, administrative feasi- 
bility, and intergovernmental fiscal relations suggest the following 
conclusions: 

1. Reliance by the states on sales taxation is almost essential, in 
terms of the heavy federal income taxes and the practical limita- 
tions on extensive state use of income taxation. Despite the basic 
inadequacies of sales taxation, the state levies are not too objection- 
able so long as the rates are kept to moderate figures. 

2. Use of a general sales tax by the Federal government would 
impair the major source of state revenues and compound the ob- 
jectionable features of sales taxation. Federal government use of 
commodity taxation should be confined to (1) traditional levies on 
liquor and tobacco, (2) under the assumption of heavy continuing 
Federal expenditures for highways, the gasoline tax and excises on 
the sale of motor vehicles and related products, and (3) at least 
temporarily, perhaps some of the luxury excises. Careful study of 
these taxes should indicate which are most acceptable in terms of 
tax policy. The taxes on transportation are so obviously objection- 
able that immediate elimination, regardless of revenue considera- 
tions, is highly desirable. 

3. The local governments are likely to find increased reliance on 
sales tax revenues necessary. But the local governments must not be 
permitted to levy and collect sales taxes as they wish; either the 
sharing of a uniform supplement to the state rate, or some system 
comparable to the new California plan are essential if serious diffi- 
culties are to be avoided. 

4. In view of continued use of sales taxes by the states, overhaul 
of the tax structures, to reduce the impact on industrial machinery 
and other major classes of producers goods and increase coverage 
of services and some commodities now exempt, such as liquor and 
tobacco products, is highly desirable. 
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THE MONEY MARKET OUTLOOK 


THE OUTLOOK FOR MONEY RATES* 


Marcus NADLER 
New York University 


THE OUTLOOK for the money market and interest rates must be con- 
sidered in the framework of existing economic conditions. The coun- 
try is at present in the midst of its greatest peacetime boom. Indus- 
try is operating at virtual capacity; hence an increase in the money 
supply could only aggravate the inflationary pressures already evi- 
denced by rising wages and rising prices of industrial commodities. 
The demand for credit and capital is strong from all segments of the 
economy, public and private. It is particularly pronounced in the 
home mortgage and consumer credit fields, two areas which are usu- 
ally slow to react to general or quantitative credit control. The slow 
reaction of the economy to the policy of credit restraint reflects the 
condition of full employment, rising wages and continued large ex- 
penditures by the federal government. Fiscal restraint can therefore 
not be combined with credit control. 

So long as the economy is operating at near capacity, the demand 
for credit is strong, and prices of manufactured goods continue to 
rise, the present policy of active credit restraint will continue in 
force and may even become tighter after the turn of the year. Under 
these circumstances a further increase in the discount rate, followed 
possibly by a rise in the prime rate, would not be surprising. Any 
upward change that may take place in the near future will be felt 
primarily in the short-term rate, with long-term rates of interest re- 
maining more or less at their present levels. The yield curve may 
become even flatter than at present. 

The high optimistic predictions notwithstanding, the economy 
will not operate at present levels for many more months. Sometime 
in the spring of 1956 a downturn of moderate proportions in busi- 
ness activity is likely to take place. Only after business begins to 
show signs of weakness can one expect a decrease in the demand for 


* This paper by Marcus Nadler and the following paper by James J. O’Leary were 
presented at a meeting of the American Finance Association in New York City on De- 


cember 29, 1955. The program was under the chairmanship of Roy L. Reierson, Bankers 
Trust Company. 
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credit as well as a change in the credit policies of the Reserve au- 
thorities. Whether the Federal Reserve will take measures to in- 
crease the availability of credit at the first signs of an economic 
decline or wait until the downturn is more pronounced is still an 
open question. 

In general, money rates will follow the course of business, and 
since I expect a moderate decline in business activity in the spring 
of 1956, I also envisage a decline in interest rates, especially short- 
term rates. 


























OUTLOOK FOR THE LONG-TERM CAPITAL MARKET 


James J. O'LEARY 
Life Insurance Association of America 


My ASSIGNMENT in this panel is to open up a discussion of the out- 
look for the long-term capital market. I shall try hard to refrain 
from impinging upon Marcus Nadler’s bailiwick—the market for 
short-term funds—but in this day of such arrangements as the ware- 
housing of mortgages by commercial banks it will not be easy to 
make the distinction. It will be evident that my crystal ball, as I 
look ahead into 1956, is exceedingly cloudy. At the same time, the 
cloudiness takes on a decidedly rosy tinge. 

I shall start my appraisal of the outlook for the long-term capital 
market by placing on the table certain assumptions which I am 
making regarding the general economic outlook for next year. First, 
there will continue to be in 1956 a highly favorable psychology on 
both the part of consumers and business which will keep their ex- 
penditures high and contribute toward further expansion of the na- 
tional economy. Second, government authorities charged with re- 
sponsibilities for preventing any serious economic downturn will 
continue to have their ears glued to the ground for any rumblings 
in the direction of a downturn and they will move promptly to take 
corrective measures. In the present climate it seems a good bet that 
they will act rather too early rather than too late. It is easy to over- 
emphasize the importance of the fact that 1956 is divisible by four, 
but it is a factor of no small importance. 

Against this background, I can see no reason for anticipating any 
serious reduction next year in gross national product. On the con- 
trary, it is my guess that we shall witness a further moderate rise 
in GNP, with both personal consumption expenditures and private 
domestic investment contributing to the increase. Within the cate- 
gory of investment expenditures, I can see no reason for doubting 
that a further rise in expenditures for new construction and pro- 
ducers’ durable equipment will take place. I am not worried about 
any substantial decline next year in non-farm residential construc- 
tion for reasons to be touched upon later, but if some decline should 
occur the slack will undoubtedly be taken up by commercial and 
industrial construction. In short, then, it is my assumption that the 
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general economic environment in which the market for long-term 
capital funds will function in 1956 will be one of an extension of 
the present high level of business activity. 

At this time of the year it is fashionable to analyze investment 
prospects in terms of sources and uses of capital funds. The esti- 
mates for 1955 which we have put together indicate that the demand 
for long-term capital funds this year has outrun the supply of sav- 
ings, and that the excess of demand has been accommodated by an 
expansion of commercial bank credit. This has been especially true 
in the real estate mortgage field. The expansion of credit has been 
held down by the fortunate fact of a comparatively small increase in 
the federal debt this year, along with the wise policy of credit re- 
straint pursued by the Federal Reserve. Our estimates indicate that 
pretty much throughout 1950-55 the demand for long-term funds 
has exceeded the supply of savings and has brought forth a substan- 
tial increase in the volume of bank credit. 

I see no reason to believe that next year will be any exception to 
the general pattern which has prevailed in the past several years. 
The net increase in mortgage debt, corporate security issues, issues 
of state and local governments, and other uses, with the exception 
of federal borrowing, should equal or exceed the uses of capital 
funds this year. In other words, it seems likely that again in 1956 
the demand for long-term funds will exceed the supply of savings 
and that there will be pressure to supplement savings with an expan- 
sion of bank credit. If these conditions exist, the authorities will be 
required to continue a restrictive credit policy with resultant upward 
pressure on interest rates, particularly short-term rates, but with 
this pressure also spreading to long-term rates. 

I would like to turn now to a more detailed discussion of the out- 
look for the real estate mortgage market next year. This is justified 
because the predominant use of long-term funds in 1955 was in the 
mortgage market, and it is my guess that a similar situation will 
prevail next year. Moreover, it is a highly dynamic market whose 
future is much more a controversial subject. 

In speculating about the mortgage market next year, it is helpful 
to recount briefly what has been happening in this area in the last 
two and one-half years. The sequence of events, touching the high 
spots as I visualize them, is as follows. When the Federal Reserve 
moved to a policy of “active ease” in mid-1953 a prompt decline 
in government and corporate bond yields was set in motion, par- 
ticularly in the case of new issues. At about the same time, due to 
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the drought which had occurred in the availability of funds for 
FHA and VA mortgage loans in the first half of 1953, the contract 
interest rate on VA and FHA loans was raised to 44 per cent. More- 
over, a most significant but little appreciated step was taken at that 
time in an amendment to the Servicemen’s Readjustment Act mak- 
ing it clear that it was legal for VA mortgage loans to be purchased 
at a discount. The outcome of the decline in government and cor- 
porate bond yields and the higher contract interest rate on govern- 
ment-insured and guaranteed mortgages, along with a reduction in 
new offerings of corporate securities, caused a big shift by institu- 
tional investors into VA and FHA mortgage loans. Yieldwise these 
loans became a real bargain. 

For several months after funds had begun to flow heavily into 
the VA and FHA field the demand for mortgage loans on terms 
providing for a modest down payment and an amortization period 
not exceeding twenty-five years was great enough to absorb the 
enlarged flow of funds. By the spring of 1954, however, in order to 
encourage the desired volume of VA and FHA loans, institutional 
investors relaxed their lending terms and made more and more of 
these loans on a thirty-year no-down-payment basis, the maximum 
permitted. Indeed, in the late spring of 1954 we witnessed the so- 
called “no no-down-payment loans.” On the basis of these financing 
terms a whole new market for residential construction and mortgage 
financing was opened and residential construction climbed to record 
levels. This development has interesting implications for economic 
theorists in that it presented a situation in which the supply of 
mortgage funds virtually created its own demand. By this I mean 
that an increasing supply of mortgage funds was made available 
on progressively easier credit terms, but without any significant 
change in interest rate, and this development brought about a sub- 
stantial shift to right of the whole demand curve. 

By the autumn of 1954 many of the institutional investors in the 
real estate mortgage market had built up a large volume of forward 
commitments. The reaction to this situation was that some lending 
institutions began to adopt less easy terms in order to ration their 
funds. Thus, we began to hear more of a 5 per cent down payment 
and a twenty-five-year or even a twenty-year amortization period. 
At the same time, other institutional investors, moved by the highly 
attractive yield on VA and FHA mortgages, continued their interest 
in thirty-year no-down-payment mortgages and began to make ar- 
rangements for the warehousing of mortgages with banks in order 
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to raise funds above and beyond their regular cash flow. In some 
instances the warehousing was simply the result of a heavy com- 
mitment position and a reluctance to go out of the market. In the 
case of saving and loan associations this type of activity took the 
form of increased borrowing from the Home Loan Bank System. 
Concomitantly, beginning in the autumn of 1954 and continuing to 
the present we have had a deepening of discounts on VA and FHA 
mortgages, particularly in certain areas of the country and for those 
with the easier credit terms. 

The stimulus to residential construction and mortgage lending 
brought about by the sequence of events which I have outlined led 
in the summer of this year to the action taken by the VA and the 
FHA requiring a 2 per cent down payment on government-insured 
and guaranteed loans and a maximum amortization period of twen- 
ty-five years. We also had the action taken by the Federal Reserve 
to curb the expansion of warehousing of mortgages and similar ac- 
tion taken by the Home Loan Bank Board, but relaxed recently, 
to restrict the expansion of credit to saving and loan associations. 

Looking back at the developments which occurred in the mort- 
gage market in the past several months, and looking forward to 
what is likely to occur next year, there are two significant develop- 
ments which should be kept in mind. First, by virtue of the increase 
in the contract rate on VA and FHA mortgages to 43 per cent, 
along with the legalization of discounts on VA mortgages, we now 
have a situation in which the rates on VA and FHA mortgage loans 
have a fair amount of flexibility and a capacity to adjust them- 
selves to changes in the capital market. This is a far cry from earlier 
years in the postwar period in which periodically in tight money 
periods the flow of funds was completely cut off from the FHA and 
VA market because of rigidity of interest rates in this area. The 
new flexibility is lessened, however, as the discounts deepen. 

The other significant development is that, contrary to past ex- 
perience, in this period of tightness in the capital market yields on 
corporate bonds and government securities have shown a remark- 
able degree of stability. This means that we have not had in recent 
months the lure of rising yields on new corporate bond offerings to 
attract money away from the mortgage market. The explanation 
of why corporate and government security yields have not risen 
much more in the face of pressures in the long-term funds market 
is puzzling to investors. One explanation is the heavy concentration 
of investment by pension funds and state and local funds in cor- 
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porate and Government securities. By and large these institutions 
are not active in the mortgage market. Added to this, institutional 
investors active in the mortgage field, in raising additional funds 
to invest in mortgages, have as I noted frequently followed the 
policy of resorting to warehousing arrangements rather than to the 
sale of government securities or corporate holdings. Restrictions on 
warehousing may change this situation. 

What, then, are the implications of all of this for the real estate 
mortgage market in 1956? Looking first at the supply of mortgage 
funds, it would be my guess that we shall not see any diminution in 
the over-all supply of mortgage funds next year. However, there 
may occur some further shift toward conventional residential mort- 
gage loans and to mortgage loans in the industrial and commercial 
category because of relatively more attractive yields and bigger 
demand. The volume of funds available for FHA and VA loans 
should remain high, but it will be determined primarily by the main- 
tenance of flexible rates in this area and more importantly by the 
demand for FHA and VA loans. 

Turning to the demand side of the market, I believe that a high 
level of national income will lead to a continued expansion of con- 
ventional residential mortgage financing and a further increase in 
commercial and industrial mortgage loans. A great deal is being 
said these days about the restrictive effect on the demand side of 
the 2 per cent down-payment and twenty-five-year amortization 
period in connection with VA and FHA mortgage loans. Although 
one shudders at the thought that these relatively easy financing 
terms could have much effect on the housing market, there is gen- 
eral agreement that the five-year shorter amortization period does 
cut into the number of people who can qualify for a government- 
insured or guaranteed loan. If a relaxation of inflationary pressures 
in homebuilding permits, we are certain to see a restoration of the 
thirty-year amortization period. Indeed, it is a good bet that polliti- 
cal pressures will bring about a longer amortization period far ahead 
of the time in which it is economically justified. 

My general conclusion is, therefore, that 1956 should witness 
another record expansion in the volume of real estate mortgage in- 
debtedness. Moreover, I expect that mortgage lending will be done 
on firm to rising rates. 

What about the balance of the long-term capital market? First, in 
brief, it does not appear that the federal government will be a net bor- 
rower to any great extent next year. There will be a desire on the part 








228 The Journal of Finance 


of the Treasury to do some long-term refunding, but I rather imagine 
that many institutional investors will continue to find other outlets 
more attractive. It seems likely, therefore, that the bulk of the re- 
financing will be in the short-term area. There is one interesting 
possibility which presents itself, namely, the trend toward a pattern 
of rates in which short-term rates may rise above long-term rates. 
If this trend continues we could witness a situation in which the 
Treasury may find it more and more advantageous to lengthen its 
maturities. With respect to the general level of yields on long-term 
Treasury securities, I do not anticipate any major change next year 
because of the relatively scare supply of long-term securities and 
the heavy activity of pension and state and local funds in this area. 

With regard to corporate securities, it seems logical to expect 
that the volume of net new offerings in 1956 will be of about the 
same order as this year. Again, because of the concentration of pen- 
sion funds and state and local funds, I do not anticipate any ap- 
preciable improvement in yields on publicly offered securities. 
However, if the market for long-term funds continues as tight as 
I expect it to be, I think it is reasonable to anticipate some mod- 
erate rise of yields in the area of corporate securities directly placed 
with investors. 

In the area of state and local financing the plans which we hear 
about seem to indicate that 1956 should bring out a large volume 
of securities in this area. In view of the over-all situation in the 
capital market, we may likewise see some moderate improvement 
of yield here. 

Finally, my views on the outlook for the long-term capital mar- 
ket in 1956 might be summed up as follows. First, the investment 
of long-term funds will be carried out in the environment of a high- 
ly active economy. Second, in the aggregate the demand for funds 
will outrun the supply of savings and will create a pressure for 
further expansion of bank credit. Third, in the face of this pressure 
I expect the Federal Reserve to continue a restrictive credit policy 
and that as a result of this policy, plus the natural market forces, 
long-term interest rates generally will be firm and some may move 
to moderately higher levels. 
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CONSUMER CREDIT IN THE 
POSTWAR DECADE 


CONSUMER INSTALMENT CREDIT* 


ROBERT SHAY 
University of Maine 


INTRODUCTION 


THE MARKET for consumer instalment credit within our national 
boundaries is really composed of many thousands of local markets, 
ranging in size from very small communities to the largest cities 
in the United States. Any paper discussing postwar developments 
in this market must face the fact that the nationwide market is 
divided into regional or particular market situations which involve 
substantial differences from over-all considerations. The major por- 
tion of this paper will relate to postwar market changes which, it 
is believed, have affected most markets to some degree. But since 
location itself is a factor affecting product differentiation, it may be 
well to remember that the speaker is a native New Englander—a 
region not unknown for provincialism—and there is a certain risk 
that changes which have affected most markets may have by-passed 
this area and/or this inhabitant. 

The consumer instalment credit market provides an example of 
monopolistic competition. The product involved is the loan of mon- 
ey, or consumers’ capital, for consumption purposes, subject to the 
limitation that it be repaid in regularly scheduled instalments with- 
in a short or intermediate-term period. The sellers of the product 
are the actual lenders while the buyers are the borrowers. The 
price of the product is the effective rate of interest paid, which in- 
cludes all charges levied in connection with the credit transaction. 
Although the general class of product seems homogeneous as de- 
scribed, competition among sellers has made consumer instalment 


* This paper by Robert Shay and the following paper by Robert E. Lewis were pre- 
sented at a meeting of the American Finance Association held at New York City on 
December 31, 1955. The meeting was under the chairmanship of Homer Jones, Board 
of Governors of the Federal Reserve System. A third paper, by Wallace Mors, dis- 
a sy the same session, is being published in the May number of the Insurance Law 

ournal. 
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loan services heterogeneous in nature. Types of institutions have 
differentiated the product so that the loan services offered by each 
show distinguishing characteristics. Therefore, it will be possible to 
discuss postwar developments which have affected the differentiated 
products of various classes of sellers, namely, commercial banks, 
sales finance companies, personal finance companies, credit unions, 
and others. However, there are important elements of product dif- 
ferentiation which do not lend themselves to classification by in- 
stitutional categories. These are more difficult to apply on a na- 
tionwide market basis, especially since they are often dictated by 
particular market considerations. 

Perhaps it will clarify the discussion if we review Theodore O. 
Yntema’s listing of factors used by consumer instalment lenders to 
differentiate their loan services.’ There are nine factors: differentia- 
tion by (1) type of security required, (2) loan policy and proce- 
dure, (3) collection policy and procedure, (4) size of loan, (5) 
schedule of payments, (6) method of charge, (7) status of lender, 
(8) personal relations, and (9) association of lending with the sale 
of other goods. These are factors which, for the most part, the in- 
dividual lender controls. This control has been exerted to the point 
where substantial price differentials exist among institutional cate- 
gories and within many institutional categories. These price dif- 
ferentials are characteristic of the nationwide market and exist on 
most particular markets in varying degrees. They result from a 
“deliberate” rather than “random” pairing of buyers and sellers. 
In everyday terms, this means that the market is served by firms 
which tend to offer particular loan services having appeal to par- 
ticular groups of consumer borrowers. Yntema lists other differ- 
entiating factors which accentuate the degree of monopoly, such 
as the limitation of seller-buyer contacts due to geographical loca- 
tion and borrower ignorance of the nature of the service rendered. 
These are factors which are less subject to control by individual 
lenders, but which delay market adjustment to changes in loan 
services offered by any particular lender. The fact that monopoly 
elements exist on the market for consumer instalment credit is not 
a point of criticism. The existence of monopoly elements does not 
mean that consumer interests are not being served. Under condi- 
tions of monopolistic competition, price, quality, and service are 


1. T. O. Yntema, “The Market for Consumer Credit: A Case in Imperfect Compe- 
tition,” The Annals of the American Academy of Political and Social Science, Vol. 196 
(March, 1938). 
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all variables. The differentiation of loan services by instalment lend- 
ing agencies may be considered merely as action by sellers to adapt 
their products to the preferences and financial positions of different 
groups of buyers. This view seems especially convincing when it is 
noted that consumer borrowers are not a homogeneous group. They 
vary as to their diversity of wants, needs, habits, incomes, and 
location. 


Tue Basic MARKET STRUCTURE IN THE PosTWAR PERIOD 


During the postwar period the basic structure of the market has 
remained largely unaffected by the tremendous growth in the volume 
of consumer instalment credit. As in the growth period of the 
1920’s, the market has two major divisions: cash lending and in- 
stalment sales financing. In the field of cash lending, institutions 
compete with one another in the extension of personal instalment 
loans. Such loans are either unsecured, cosigned, or secured by a 
general lien on assets incidental to the purpose of the loan. With 
instalment sales financing, the loan of credit is directly related to 
the sale of a good, usually a consumer durable. The good purchased 
ordinarily serves as collateral for the loan. There are two sub- 
divisions of instalment sales financing. One, called “indirect fi- 
nancing,” involves loans made by the dealer as agent for the lender. 
In the other, known as “direct financing,” the borrower deals di- 
rectly with the lender. Both direct and indirect instalment sales 
financing were characteristic of the instalment lending market prior 
to World War IT. 

Given this basic market structure a few observations on the 
nature of the competition which normally exists will be pertinent. 
Competition for consumer loans seems to center on the local mar- 
ket. Clyde Phelps portrays the typical local market as monopolistic 
both with regard to oligopoly as well as with respect to product 
differentiation. For example: 


This situation of “oligopoly with differentiated products” (or perhaps more 
properly “services”) is simply a special case or type of monopolistic competition. 
Because it is oligopolistic the individual lender must take into consideration the 
reactions of competitors to any rate-cutting on his part for the purpose of secur- 
ing more business and maximizing his profits (or minimizing his losses. )? 


However, the existence of oligopoly elements on local markets does 
not preclude substantial rate differences which exist through prod- 


2. “Monopolistic and Imperfect Competition in Consumer Loans,” The Journal of 
Marketing (April, 1944), p. 383. 
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uct differentiation. It is generally conceded that these rate differ- 
ences exist because of a low-price elasticity of consumer demand 
for the loan services of a lending agency. Despite the progress 
which has been made through legal reform in many areas, the typi- 
cal consumer borrower does not yet shop around for credit on the 
basis of price. It has been well established that the typical borrower 
displays greater sensitivity to changes in credit terms than to rate 
changes. In the cash lending field a high proportion of repeat bor- 
rowing for all types of lending institutions indicates that non-price 
factors retain their importance in the postwar market. Yntema men- 
tioned that “there is some evidence that the elasticity of demand 
is higher in the long run, and that a consistent low-rate policy will 
draw business.’”* The First National City Bank of New York con- 
tinues to furnish an example of a successful low-rate policy by a 
commercial bank personal instalment loan department. 

Although the elasticity of consumer demand for instalment sales 
financing is also considered to be low with respect to rate changes, 
the nature of the competition for dealers as a source of volume in 
purchased paper brings different competitive conditions from those 
in cash lending and direct instalment sales financing. Wallace P. 
Mors has described this situation effectively: 


Factors operating to keep such elasticity low include combination of commodity 
and credit selling in one package, differentiation of types of credit service, limita- 
tion of buyer-seller contacts and buyer ignorance. Of importance here, however, 
is the point that this elasticity is lower than the elasticity of the retail dealer’s 
demand for the credit of an individual financing agency. Therefore, in the three 
sided relationship which characterized retail instalment selling, the retail dealer 
stands king.* 


Thus, the strategic position of the dealer in supplying credit volume 
to an instalment financing agency places him in a position to de- 
mand payment for a service which lowers average unit cost to the 
lending agency. However, the result of competition for dealer paper 
has been that consumers pay generally higher charges for commer- 
cial bank loans, indirectly financed, than for similar loans directly 
financed. This poses obvious problems for banks which attempt to 
compete in both approaches. A sampling of student opinion at the 
School of Consumer Banking indicated that banks in larger pop- 
ulation centers might permit the differential in charges and justify 


3. Op. cit. 


4. Wallace P. Mors, “State Regulation of Retail Instalment Financing—Progress and 
Problems. II,” Journal of Business (January, 1951), p. 59. 
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it on the basis of the added convenience to the borrower. Banks in 
smaller population centers tended to fear adverse customer reaction 
to this policy. However, there have been factors in operation to 
check dealer demands in the postwar period. First, monopsony in 
buying conditions on particular markets has somewhat limited 
dealer rewards. Second, the existence of large-scale buying units 
has enhanced the appeal of “service” factors rather than price fac- 
tors. Third, added competition for the “big three” sales finance 
companies operating on a nationwide basis has led these companies 
to continue their prewar policy of keeping charges low relative to 
the rest of the sales finance industry and “competitive,” but not 
equivalent, with those of direct-lending commercial banks. It might 
be noted here that in 1939 the three largest companies held almost 
two-thirds of the total of receivables held by sales finance com- 
panies in the United States. By 1954 an equivalent share of the 
industry’s receivables was held by the five largest companies.’ The 
added competition furnished by commercial banks which have 
adopted the dealer approach in the postwar period has, by and 
large, offered less in the form of dealer rewards than the competi- 
tion within the sales finance industry. The competition from the 
direct lending commercial banks has a tendency to stress rates in 
promotional efforts. These rates tend to anchor the general rate 
structure. Hence, the structure of rates among and between types 
of lending institutions is undoubtedly influenced by the leadership 
of the larger institutions in the instalment sales financing division 
of the market. A fourth factor limiting dealer rewards has been 
increased state regulation of retail instalment financing and fear 
of further regulation. Among firms which operate on a national or 
regional basis this probably serves as a positive check on the will- 
ingness to participate in payments or practices considered excessive 
by certain legislatures. Since some legislatures have rate control 
provisions enacted into laws regulating retail instalment selling, 
these add to the pressures for a stable rate structure. Such a struc- 
ture would naturally offer more resistance to dealer demands. These 
factors do not mean that the problems and abuses of dealer par- 
ticipation in finance charges and insurance premiums have been 
satisfactorily solved by existing regulations. Much evidence exists 
to the contrary.° The foregoing discussion attempts to explain why, 


5. “Directly Placed Finance Company Paper,” Federal Reserve Bulletin, Vol. 40 (De- 
cember, 1954), p. 1245. 


6. For an excellent detailed treatment of these problems, see W. P. Mors, op. cit. 
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despite heavy emphasis on indirect instalment sales financing, dealer 
demands have not caused loan rates to spiral upward in the postwar 
period. In the cash loan market rates remain mostly at the legal 
maxima, with commercial banks providing the most significant ex- 
ceptions, mainly because of their tendency to “skim the cream” 
from the market. 


EMPIRICAL CHANGES WITHIN THE BAsic MARKET STRUCTURE 


Although the basic structure of the consumer instalment credit 
market has remained essentially the same, the tremendous growth 
of instalment credit accompanying the postwar rise in personal in- 
comes has exerted significant effects upon the pattern of competi- 
tion among the basic divisions of the consumer credit market. First 
of all, retail sellers have shown an increasing tendency to turn their 
receivables over to financial institutions. Regulation W registration 
information indicated the existence of this tendency between 1941 
and 1950. Currently published statistics show its continuation 
through 1954. Second, in the postwar period, there has been a 
greater proportion of instalment debt based on instalment sales fi- 
nancing and a smaller proportion on cash lending. Between Septem- 
ber 30, 1941, and September 30, 1950, instalment sales financing 
had grown relative to cash loan financing among financial institu- 
tions, increasing from 74.2 per cent of the market to 77.6 per cent 
of the total receivables held. Third, among the divisions of instal- 
ment sales financing, the share of total receivables in purchased 
paper remained almost constant, while direct sales financing rose at 
the expense of the cash lending segment of the market. 

Within the instalment sales financing portion of the market, there 
are some striking comparisons. The share of total purchased paper 
held by sales finance companies dropped from 68 per cent to 54 per 
cent between the 1941 and 1950 registration dates. The share held 
by commercial banks increased by a similar percentage and the 
remaining 5 per cent held by other financial institutions remained 
virtually unchanged. Between 1950 and the present date there is 
evidence that sales finance companies have gained back some lost 
ground, since their share of total instalment receivables has risen 
since 1950. Also, the competition for automobile paper reveals that 
both sales finance companies and dealer-route commercial banks 
have gained in their relative shares of the market between 1950 and 
mid-1955. These percentage gains have been greater for the sales 
finance company group than for the dealer-route commercial banks, 
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but both gained at the expense of the direct lending commercial 
banks whose share of total automobile paper dropped appreciably 
between 1951 and mid-1955. The strength of the dealer-route com- 
mercial banks in the automobile market indicates vigorous competi- 
tion in areas where they compete with finance companies for dealer 
paper. Although the strength of dealer-route commercial banks has 
been concentrated in the western states, there are scattered evi- 
dences that eastern states have shared in the post-1951 gains of 
dealer-route banks. In the New York Federal Reserve District 
dealer-route banks made substantial percentage gains in total auto- 
mobile paper held by commercial banks between 1951 and 1953. 
This is similar to the trend which appears in the national statistics.” 
In the purchase of other consumer goods paper, banks had obtained 
a greater foothold in the prewar period than had been true with 
respect to automobiles. The 1950 registration statement data found 
them holding 55 per cent of the total receivables of other consumer 
goods while sales finance companies hold 38 per cent. 

Direct instalment sales financing made the greatest relative gains 
between 1941 and 1950, rising from 16 per cent to 26 per cent of 
total instalment receivables held by financial institutions between 
September, 1941, and September, 1950. Commercial banks and 
credit unions were the two types of institutions which greatly ex- 
panded their share of this market. Commercial banks’ relative 
share rose from 59 to 73 per cent while credit unions increased their 
share from 5 to 8 per cent. Since over 60 per cent of these re- 
ceivables consisted of automobile loans in 1950, the relative decline 
of the share of automobile paper held by direct lending commercial 
banks has undoubtedly reversed some of these gains in recent years. 

The relative decline in the cash lending share of the market tends 
to obscure the absolute growth which has affected competition in 
this area. In terms of loan volume and share of the market, com- 
mercial banks have benefited most in comparison with other finan- 
cial institutions between 1941 and 1950. However, since the average 
size loan of commercial banks is larger than that of credit unions 
and personal finance companies, the competitive progress made by 
these latter institutions is somewhat obscured. The number of of- 
fices is an important indicator of competitive position in the cash 
lending field. The credit union movement has continued to grow 
with 14,152 offices in the United States at the end of 1954, as com- 


7. Proceedings of the Syracuse University Conference on Consumer Credit (April 15, 
1954). 
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pared with 10,042 in 1941.° Personal finance company offices have 
risen sharply in number, the number of licenses rising from 5,023 
to 7,862 between 1941 and 1953.° While the number of commercial 
banks has decreased in postwar years, there has been a sharp in- 
crease in the number of branches in states where branch banking 
is permissible. Since branch banking is an important factor in cash 
lending, this has undoubtedly been a major factor in the gains of 
commercial banks in the postwar period. 

Among all types of financial institutions, perhaps the most sig- 
nificant postwar changes have occurred in the operations of com- 
mercial banks, since they are both the most recent major entrants 
into consumer loan competition and the major beneficiaries of the 
increased volume of credit generated during the postwar period. 
Because commercial banks participate in both the cash lending and 
instalment sales financing divisions of the market, their over-all 
gains in the postwar period tend to overshadow the real gains ac- 
complished by their closest competitors in each division of the 
market. By analyzing statistical components, it is possible to see 
that commercial banks do not dominate either the market for in- 
stalment sales financing or the cash loan market. Sales finance com- 
panies, for example, have tended to place increased emphasis on 
automobile paper; their holdings of this type of paper have in- 
creased from 60 per cent of their total instalment holdings at the 
end of 1947 to 87 per cent at the end of 1954. The proportionate 
interest of commercial banks rose from 34 per cent to 45 per cent 
during the same period. Since automobile paper constituted over 
50 per cent of total instalment credit outstanding by mid-1955, it 
is interesting to note that the share of automobile credit held by 
commercial banks has been declining since the end of 1952. By 
mid-1955 commercial banks held only 36 per cent of all automobile 
instalment paper held by financial institutions; sales finance com- 
panies held almost 55 per cent, with other financial institutions hold- 
ing the remainder. Commercial banks derive their total market 
strength from diversification in other consumer goods paper, repair 
and modernization loans, and personal instalment loans, along with 
their substantial portion of automobile credit. In the field of cash 
lending, W. David Robbins has pointed out that published statisti- 
cal estimates of personal instalment loans include some retail direct 


8. Credit Union Yearbook (1954). 


9. M. R. Neifeld, Trends in Consumer Finance (Easton, Pa.: Mack Publishing Com- 
pany, 1954), p. 15. 
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loans.’° By adjusting published data for estimates of the degree of 
overstatement, he found that commercial banks had sharply in- 
creased their share of personal instalment loans in the immediate 
postwar years but that between 1949 and 1951 personal finance 
companies had regained lost ground to the point where their out- 
standings slightly exceeded those of commercial banks. The signif- 
icance of all this is merely to point out that when empirical data 
are used to reflect the results of competition on the consumer in- 
stalment loan market, the undeniable success of commercial banks 
in increasing their relative share of total instalment credit since 
prewar years has not had the effect of giving them actual domi- 
nance, through volume, of important segments of the consumer 
credit market. In the light of the previous discussion of the differ- 
entiation of loan services and the centering of competition on the 
local market, aggregate statistics of the volume of instalment credit 
held by types of institutions should be viewed merely as a boxscore 
of the results of competition, rather than as any kind of indicator 
of changes in the nature of market competition. 


THREE FUNDAMENTAL POSTWAR DEVELOPMENTS 


1. Decreasing elasticity of the supply of credit—One of the ma- 
jor postwar developments which has substantially changed the na- 
ture of the postwar instalment credit market from its prewar coun- 
terpart has been the declining elasticity of the supply of credit as 
the total volume of credit of all kinds has expanded in the postwar 
period. Among all consumer lending institutions considerable rate 
stability has been in evidence throughout the postwar period. Since 
interest costs represent only a part of total loan charges, rate 
changes (where legally feasible) were not promptly adjusted to 
changes in the cost of money, especially when the volume of loans 
increased. As the trend of rising interest costs continued in the post- 
war period two offsetting factors appeared to cushion consumer in- 
stalment lenders from its effects. These are the rise in the average 
size of loan and the lengthening of maturities of loans made. Both 
of these factors tend to lower the expense per loan unless delinquen- 
cies are adversely affected. Within the instalment sales financing 
portion of the market, average loan size increased automatically 
with increases in the prices of goods financed. Within the cash lend- 
ing segment of the market, personal finance companies were regu- 
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lated both as to maximum rate and loan size. To meet the problem 
of generally rising costs, these companies increased their degree of 
“trading on equity,” attempted to decrease operating costs through 
increasing the number of accounts handled per employee, but fi- 
nally increased the average size of their loan balances in states 
where permissive legislation was enacted.’ Instalment loan depart- 
ments of commercial banks merely shifted emphasis to larger loans 
as the decline in purchasing power of the dollar caused larger loan 
requests. The declining elasticity of the supply of credit has been 
accentuated by central bank credit policy in the postwar period. 
Added emphasis has been placed on a flexible interest rate policy 
as a means of causing a “credit rationing” effect by the banking 
system and/or a decline in borrowing due to the existence of in- 
creased borrowing costs. There have been three periods when con- 
siderable monetary tightness has been evident. These have been 
the earlier parts of 1951 and 1953, and the second half of 1955. If 
I may use the New York City market as the basis of my remarks, 
instalment borrowing rates remained relatively stable through the first 
two of these three periods. In 1953, some New York City banks an- 
nounced upward adjustments in used car loan rates and personal 
loan rates, while new car loan rates remained the same. However, 
the largest instalment lenders held the line on rates and the former 
rates were restored in 1954 by those who had changed earlier. It 
was not until November, 1955, that a general increase in rates was 
announced by the First National City Bank, affecting all classes of 
consumer instalment loans. General Motors Acceptance Corporation 
announced rate increases seventeen days later. During these three 
periods commercial loan rates changed frequently, however. Be- 
tween 1947 and 1955 ten changes in the prime loan rate of the city 
banks have occurred. These changes have reflected adjustments to 
the generally rising trend of short-term money market rates and the 
more recent changes in the Federal Reserve Bank’s discount rate. 
The three largest finance companies reacted to the tightening of 
bank credit in 1951 and 1953 by increasing their reliance on direct 
placement of commercial paper as a source of short-term funds.” 
Recent figures show similar indications during 1955. The receivables 
of these three companies and two other companies which began to 
place commercial paper directly in 1952 and early 1953 are esti- 

11. Clyde W. Phelps, “Consumer Finance Company Charges: I and II,” Journal of 
Marketing (April, 1952), p. 407 (July, 1952), p. 22. 
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mated as composing almost two-thirds of the total instalment and 
other receivables held by all sales finance companies in the United 
States.'* Other finance companies use commercial paper houses on 
a more limited basis. 

It seems clear that the decreasing elasticity of the supply of credit 
has affected the actions of non-bank consumer lenders. This has not 
resulted in a decreased share of the market for those institutions 
which must borrow to meet their customers’ demands. Since 1953 
it has been the commercial banks’ share of total instalment credit 
holdings which has declined. This raises the obvious question as to 
whether or not commercial banks have been attempting to keep 
pace with other financial institutions in the field of instalment credit. 
In seeking the answer to this question it seems necessary to con- 
sider how commercial banks respond to an increasingly tight money 
market. Among the larger banks which have lines of credit to fi- 
nance companies as well as their own consumer instalment lending 
operations, it seems reasonable to assume that their calculations 
reflect their total volume of consumer credit, both direct and in- 
direct, and some qualitative rationing of this credit has resulted. On 
the other hand, the fact remains that consumer instalment lending 
represents a profitable line of operation at a time when many large 
commercial banking institutions have been attempting to shift their 
emphasis from “wholesale” banking to “retail” banking. Among 
smaller banking institutions which have recently developed volume 
in instalment lending, recognition that this experience has developed 
their most profitable type of loan, with apparent diversification 
among many small borrowers, might lead them to ration mortgages 
or commercial loans before relaxing their competitive efforts to 
secure consumer borrowers. As long as the trend of consumer bor- 
rowing continues to grow while the supply of credit does not become 
highly inelastic, it seems certain that commercial banks will retain 
an important share of the market for consumer instalment credit. 

On the basis of the foregoing, it seems evident that the declining 
elasticity of the supply of credit has exerted elements of change in 
the postwar consumer instalment credit market. Non-banking in- 
stitutions aggressively sought out additional sources of funds in 
order to participate in the expanding market. Banking institutions 
continually adjusted prime commercial loan rates to changes in 
short-term money rates and, in recent years, to changes in the Fed- 
eral Reserve discount rate. Charges on consumer instalment lend- 
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ing by commercial banks were not adjusted along with changes in 
commercial loan rates. Commercial banks have been placed in the 
position where they have had to ration among their various types 
of loans during periods of credit tightness or reserve stringency. In 
the field of consumer lending this would logically take place by 
shortening maturities and raising down payments. However, periods 
of reserve stringency have been eased whenever the pace of eco- 
nomic activity has faltered. 

2. Easing of credit terms.—Let us turn now to a consideration of 
the trend of credit terms in the postwar period. A fundamental de- 
velopment in the postwar consumer instalment credit market has 
been the progressive easing of credit terms. This has taken the form 
of lowering down-payment requirements and lengthening maturities. 
This development has played a prominent part in the expansion of 
instalment sales financing, while the cash lending market has been 
affected to a lesser extent. Comparison with pre-World War II 
credit terms indicates that the over-all change between then and 
now has not been so great. But viewed from the relatively stringent 
terms which were in existence at the war’s end, the trend has been 
consistent and appreciable. 

In the pre-World War II period, down payments on new cars 
ranged from 20-40 per cent with the typical down payment 334 
per cent. Maturities ranged from 12-36 months with the typical 
maturity being 18 months.’* Today the sharper changes have been 
reflected in maturities, with the emphasis during 1955 moving from 
24-month to 30- and 36-month contracts, while down payments 
typically have remained close to one-third.’ Thus, it seems likely 
that the majority of new automobile contracts today are being 
written for maturities substantially longer than the 18 months con- 
sidered typical in the prewar period. In the field of major appli- 
ances, the 24 months considered typical for higher-priced items in 
the prewar period compares with the recent trend towards 36 month 
maturities.'® 

Some indications of the development of the trend toward easier 
terms can be found in the experiences of the postwar period. In 
particular, the first postwar slump in automobile demand in early 
1949 resulted in sharp outcries for the easing or removal of Regu- 
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lation W. In response to the worsening economic situation permis- 
sible credit terms were eased twice in March and April of that year 
before the regulation expired on June 30. During this period the 
Federal Reserve Board studied the effects on instalment contracts 
and found an immediate and substantial response to the easing of 
permissible terms. The effects were sharper with respect to maturi- 
ties than with respect to down payments. They were also sharper 
with respect to automobiles than the other classes of major durable 
goods studied. An impressive example of the response to the length- 
ening of maturities occurred in the new automobile category. 
When the maximum maturity was lengthened from 15 to 21 months 
between March 7 and April 26, 49 per cent of the contracts were 
written for the longer period. When the maturity was lengthened 
again between April 27 and June 30 from 21 to 24 months, 46.5 per 
cent of the contracts reflected the 24-month maturity. After Regu- 
lation W expired on June 30, the Federal Reserve Board reported 
further easing of credit terms.’” The significance of this illustration 
lies in its timing with respect to the general economic situation. 
Regulation W had been reimposed in an emergency session of Con- 
gress the preceding summer. With the easing of inflationary pres- 
sures, lenders sought to utilize easier terms to buttress the slacken- 
ing demand for durable goods. It seems characteristic of the post- 
war period that pressures have built up both within and outside the 
participating industries to maintain the quality of loans when loans 
are plentiful, but that the easing of credit terms has taken place 
when demand for goods has faltered. As a result, a progressive 
lengthening of maturities has occurred. Using new cars again as an 
example, average maturities increased from 15.3 to 19.6 months in 
the short span of time covered by the 1949 changes in the regula- 
tion just mentioned.’* On contracts between April 1 and September 
17, 1950, during decontrol, the average maturity per new car con- 
tract had reached 21 months.'® When Regulation W was again re- 
imposed on August 1, 1950, new car maturities studied between this 
date and October 27, 1951, dropped back to an average of 16.5 
months. Similar though lesser average maturity changes were evi- 
dent for home appliances between the same periods and still lesser 
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fluctuations occurred within the furniture category.”® After decon- 
trol in May, 1952, data are fragmentary but general lengthening of 
maturities and lowering of down payments have been noted.” 

The progressive easing of credit terms throughout the postwar 
period is understandable when the market structure is reconsidered. 
The sales finance industry is highly dependent upon the automobile 
industry and vice versa. Both are interested in the maintenance of 
demand for automobiles and both are interested in the financing of 
automobiles on a sound credit basis. There is substantial competi- 
tion for automobile dealer consumer instalment paper within the 
sales finance industry as well as from dealer-route commercial 
banks. The dealer and the manufacturer have an interest in pro- 
moting the sale of cars, which is shared by the ultimate lender, al- 
though with reservations by the latter as to quality. Most lenders 
appear to regard delinquencies and repossessions as a check upon 
the quality of credit being granted. As long as the easing of credit 
terms necessitated by competitive pressures has not been accom- 
panied by rising delinquencies, credit terms have not been con- 
sidered unsound in the postwar period. Somewhat similar reasoning 
might be applied to the other classes of durable goods financed by 
these institutions. With the dealer the focal point of competition 
for indirect instalment sales financing, it might be mentioned that 
dealers probably have a high “terms elasticity” when they negotiate 
with lenders, as do consumer borrowers. The fact that two important 
manufacturing concerns own two of the five largest sales finance 
companies as subsidiaries adds emphasis to the pressures behind 
easier credit terms when needed to stimulate sales. Since credit 
borrowers often shop for “terms” instead of “price,” this causes 
repercussions. on the terms offered by the direct lending portion of 
the market. In extreme cases, the cash lending market might be af- 
fected when borrowers attempt to secure down payments on an 
unsecured loan basis. 

In recent months there has been considerable attention given to 
the shrinkage or disappearance of equities which has accompanied 
the easing of credit terms. Financial lenders who have been accus- 
tomed to considering customer equity as an important measure of 
the “safety” of a loan have viewed with growing concern the pos- 
sibility of depreciation exceeding repayment on loans with thin 
equity margins. Opposing this concern has been the tradition in con- 
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sumer lending that these loans are based on character rather than 
collateral, and that the need for repossession should not arise above 
usual levels. Resistance to further easing of credit terms on major 
durable goods has been voiced recently on an equity basis. It will 
be interesting in the future to see whether competition will force 
credit terms beyond the point where the market value of the col- 
lateral security is less than the outstanding portion of the loan. The 
risk is always present that a downward drop in the prices of used 
products could bring about the same result. However, most people 
in consumer lending seem to feel that the typical borrower would 
honor the loan and not default with forfeit of the collateral. 

3. Alternate views of the market’s response to general credit pol- 
icy—In recent years there have been evidences of changing or al- 
ternate viewpoints within the Federal Reserve System as to the 
degree to which the consumer credit market responds to use of 
general credit control instruments. The viewpoint receiving more 
official support is that the consumer credit market is more sensitive 
to changes in the availability of credit than had hitherto been as- 
sumed. The change in attitude has been gradual and lessens the 
likelihood of re-imposition of direct regulations similar to those im- 
posed under Regulation W. 

In early 1952 when Chairman Martin transmitted the Board of 
Governors’ reply to the questionnaire of the Patman subcommittee, 
the following statement was included: 


Consumer credit functions at a point in the economy and in a manner that tends 
to make it relatively unresponsive to the effects of general credit instruments. For 
this reason selection of this credit area for regulation provides a helpful supple- 
ment to the general measures.?? 


Supporting the first sentence of this statement were four arguments 
which are summarized as follows: 


1. Extensions of consumer credit take place on a retail basis, with relatively 
standardized terms and charges, while extensions of business credit occur on a 
wholesale basis, with terms and conditions individually tailored. 

2. When bank credit becomes generally less available in the money market, con- 
sumer credit may command a larger proportion of the available supply, because 
of its close relationship to retail purchases and its excellent performance record. 

3. Small changes in interest rates in the money market have relatively little 
effect in the consumer credit area since the cost of money at wholesale is only 
a small element in the credit charge to consumers at retail. 

4. In the case of instalment credit consumers are concerned primarily with 
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the total amount of the monthly payment they must make. The portion of this 
monthly payment which is necessary to cover the lender’s or retailer’s cost of 
money at wholesale is very small.2% 


These are the reasons which support the view that the area of con- 
sumer credit is relatively interest-inelastic, that is, less responsive to 
changes in money rates than other credit areas. These arguments 
lend support to other arguments favoring selective regulation of con- 
sumer credit in certain inflationary circumstances as a supplement 
to general credit control instruments. 

Since these views were transmitted to the Patman subcommittee, 
the Federal Reserve System has acquired almost four years’ experi- 
ence with the administration of a flexible interest rate policy through 
major reliance upon general credit control instruments. During this 
period there have been indications of gradually changing views on 
the degree of sensitivity between money market changes and the 
consumer credit market. For example, an article in the March, 1953, 
Federal Reserve Bulletin stated: “Use of credit by consumers is 
not subject to direct restriction by higher interest rates in the credit 
market.’** The arguments summarized above are given in support. 
These are qualified by the added statement: “Nevertheless, the in- 
terest cost is one important element in lenders’ cost, and general 
credit tightness tends to be transmitted to consumer credit through 
its influence on the strictness or leniency of credit standards applied 
by consumer credit-granting institutions.”** The shift in emphasis 
seems clear. Although the argument of relative insensitivity is not 
denied, recognition is given to the possibility that lenders might re- 
act to increased interest costs by adopting stricter credit standards, 
i.e., tightening credit terms. This might be expected to result in 
lower collection and delinquency costs as offsets to higher interest 
expense to the lender. Thus, although direct effects are minimized, 
it is conceded that indirect effects may result from use of general 
credit controls. 

In March, 1955, President D. C. Johns of the Federal Reserve 
Bank of St. Louis challenged the view that general credit instru- 
ments cannot be depended upon when it appears that instalment 
credit outstandings are increasing too rapidly. He gave five points in 
support of his argument: 
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1. Interest costs definitely enter into the considerations of both bank and non- 
bank lenders to consumers. 


2. Lenders to consumers do react to the rising costs and reduced availability of 
credit in general. 


3. Non-bank lenders pass along the effects of rising costs and reduced avail- 


ability of credit by applying stricter credit standards, by cutting lines to dealers, 
and by raising rates. 


4. Banks do appear to “ration” their resources with respect to consumer credit 
departments. 


5. Even though consumer borrowers may not be especially affected by changes 
in interest costs, they are responsive to changes in credit standards, including 
terms.26 


Although President Johns’s views must be considered as those of 
an individual and not those of the Federal Reserve System, his views 
have a logical relationship to the experiences of recent credit policy 
within the system. Of the five points cited, points three and four 
seem questionable as propositions which might be relied upon as 
guides to future credit policy. For example, can non-bank lenders be 
relied upon to pass along the effects of higher money costs by apply- 
ing stricter credit standards, by cutting lines to dealers, and by rais- 
ing rates? If rates are raised and if there is little sensitivity of con- 
sumer demand to general rate increases, there is little effect. If the 
demand for goods should falter while delinquencies remain low, 
would tighter terms be maintained? Since non-bank lenders have 
pursued efforts to get non-bank funds, does this not offer an attrac- 
tive alternate course of action for short-run purposes? Also, can 
commercial banks be relied upon to “ration” their consumer credit 
departments during periods of credit stringency? These are ques- 
tions which have not been tested adequately during our relatively 
short experience with a flexible interest rate policy. 

It seems logical to assume, on the basis of the foregoing, that 
viewpoints of Federal Reserve officials have been altered in the last 
four years by experience with the co-ordinated use of the general 
instruments of credit control. If the area of consumer credit is con- 
sidered to be more susceptible to changes in the availability of 
credit, this is a fundamental development of importance to the con- 
sumer credit market since it lowers the probability of direct credit 
regulation in the future. Although it does not remove the market 
from requests for regulation during “emergencies,” it increases the 
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likelihood that the definition of an emergency will apply only to pe- 
riods when inflationary dangers are extreme. 


CoNCLUSIONS 


In conclusion, it is apparent that the basic structure of the con- 
sumer instalment credit market has remained substantially un- 
changed during the postwar period. The type of market which was 
born in the early 1900’s, grew up in the 1920’s, and matured in the 
1930’s was a sturdy enough adult to handle the postwar growth of 
credit without sharply modifying the nature of market competition. 
Within the structure there exists a different emphasis among the di- 
visions of the market as a result of the developments of the postwar 
decade. Instalment sales financing has increased its relative share of 
the market while the relative share of cash lending has declined. 
The increase in instalment sales financing is traceable to growth in 
the number of, and demand for, consumer durable goods. The abso- 
lute growth of cash lending reflects generally increased consumption 
spending. 

Among competing types of financial institutions commercial banks 
have shown the greatest improvement in their competitive position 
during the postwar period. This has come about through greater in- 
terest among commercial banks in cultivating the consumer credit 
market along with the adoption of improved techniques of promo- 
tion and service. Due to the relatively late entry of most commercial 
banks into the market, lending techniques had not developed to the 
degree of maturity characteristic of competing financial institutions 
before World War II. Much of the postwar success of commercial 
banks has been due to speeding up loans, adjusting bank hours, im- 
proving personal relations, and dropping “traditional” attitudes to- 
ward consumer lending. Thus, the commercial bank gains in all divi- 
sions of the consumer instalment credit market reflect an important 
postwar competitive development. 

Sales finance companies have competed aggressively against in- 
creased commercial bank competition in instalment sales financing. 
These institutions have maintained a dominant position in the field 
of automobile financing and seem assured of an important share of 
total instalment sales financing. Personal finance companies oper- 
ate in a restricted market which is not directly competitive with the 
area of commercial bank lending. However, the expansion of com- 
mercial bank operations in the cash loan market has deprived these 
institutions of many customers. Despite a decline in their relative 
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share of the market, personal finance companies have sharply ex- 
panded their loan volume within their legally restricted sphere of 
operations. Among competing financial institutions, only credit un- 
ions have shown appreciable postwar gains. Although total credit 
union loan volume remains relatively small, these institutions repre- 
sent an important portion of the cash loan market. The vigor of the 
credit union movement is indicated by the steady increase in their 
share of the instalment credit market, both in the prewar and post- 
war decades. 

Three fundamental developments have occurred during the post- 
war period which have exerted considerable influence within the con- 
sumer instalment credit market. Viewing the postwar decade as a 
whole, these developments have been: (1) the decreasing elasticity 
of the supply of credit, (2) the easing of credit terms, and (3) grad- 
ually shifting attitudes among Federal Reserve officials concerning 
the relationship between general credit policy and the consumer 
credit market. The significance of these three developments, when 
viewed together, offers new insights into the market’s characteristics. 
In the prewar years, the supply of credit was sufficiently elastic to 
permit substantial increases in lending of all kinds without impor- 
tant interest rate repercussions. This has not been the case in the 
postwar decade. It has been possible to view the instalment credit 
market during a period when the wholesale cost of money has 
tended to rise generally, although with alternate periods of ease and 
restraint. Throughout the period the forces behind the expansion of 
consumer instalment debt were strong enough to enlarge its relative 
importance as a component of total private debt. With the exception 
of the periods when Regulation W was in effect, there are few indi- 
cations of tightened credit terms during the entire postwar period. 
The movement of credit terms, generally, has been in the direction 
of liberalization, especially when needed to maintain the market de- 
mand for durable goods. Looking at the postwar decade as a whole, 
there is little to support the view that a declining elasticity of the 
supply of loanable funds of the degree experienced during this pe- 
riod could substantially retard the volume of consumer lending dur- 
ing any similar period of expansion. However, there is evidence that 
short-run effects may be exerted upon the instalment credit market 
by tightening the supply of credit through use of general credit con- 
trol instruments. This is understandable only when the nature of 
market competition is reconsidered. Given the stickiness of con- 
sumer loan charges as described earlier, increased wholesale costs of 
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money may bring short-run actions to tighten credit terms as a de- 
vice to increase loan quality. But if these actions cause a decline in 
the demand for goods, with resulting inventory accumulation, it 
seems doubtful that lenders could withstand requests from dealers 
and manufacturers to ease terms, especially if economic conditions 
remained prosperous and delinquencies low. Nor is there any assur- 
ance that a rise in loan charges, as has occurred recently, would ex- 
ert an appreciable deterrent effect. However, if the demands upon 
monetary policy are comparatively small, the short-run effects of 
general credit policy upon the consumer credit market may be all 
that is needed. But, considering the importance of consumer instal- 
ment credit to today’s economy, this economist would feel more se- 
cure with a few more “reins” and “supports” for monetary policy in 
this important debt sector. 
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SOME FACTORS IN THE GROWTH OF 
CONSUMER CREDIT 


RoBerT E. LEwIs 
The First National City Bank of New York 


CONSUMER CREDIT has mounted steadily higher at a spectacular 
pace during 1955. Yet when people ask “Is credit too high?” we 
have to answer “We just don’t know.” We have entered into un- 
known territory so far as instalment credit is concerned, and our old 
criteria may no longer be adequate. Total short- and intermediate- 
term consumer credit is at a higher level than ever before; today at 
the end of 1955, the volume outstanding is probably close to $36 
billion. The increase during the year of nearly $6 billion is the larg- 
est ever recorded. The volume of debt in relation to current income 
is higher than ever before, and so is the burden of debt measured by 
the percentage of disposable income going into instalment repay- 
ments. Loan maturities, particularly on new cars, have stretched out 
further and down payments have shrunk. Small wonder, then, that 
a great many people are deeply concerned about the state of con- 
sumer debt. 

In the rapidly growing field of consumer credit, however, there is 
not much novelty in disturbing changes. The other day I happened 
across a statement made almost exactly thirty years ago by a lead- 
ing New York banker, which has a hauntingly familiar sound. He 
was warning against the rapid expansion of automobile sales credit 
through extending time payments over too long a period, and noted 
that there had been a tendency to stretch terms on new cars from 
the customary one-year maturity to eighteen months or even two 
years. It was time to curtail that tendency now, he said. Just multi- 
ply the maturity figures by two, and you might have clipped it from 
this morning’s paper. The hazards of excessively easy terms are with 
us in 1955 no less than in 1925. To the extent that such terms in- 
duce individuals to overextend themselves and tie up a major share 
of their income for a protracted period, they are detrimental not 
only to the individual, but to the economy. Intelligently used, how- 
ever, the impact of consumer credit is quite another story. 

The big question is whether the rapid growth of consumer credit 
has been out of line with the growth in the rest of the economy and 
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the institutional changes which have taken place. To get the answer 
to that—or rather to get close enough to guess at an answer—we 
have to examine the evidence on a number of other questions on 
consumer credit. What factors lie behind this record-breaking rise? 
What part of the upswing can be attributed to transitory cyclical 
factors and what part is steady long-term growth? How sound are 
today’s terms and today’s credit risks? And finally, how long can 
this go on? 

The additional purchasing power provided by consumer credit has 
been a major factor in developing mass markets for consumer dura- 
ble goods and promoting generally high production and employment 
during the postwar decade. Since the end of World War II, total 
consumer credit outstanding has multiplied seven-fold. Instalment 
credit has shot up from $2.1 billion on V-J Day to more than $27 
billion today. A great deal of this rise has gone hand-in-hand with 
the rise in prices and incomes. Another large portion was accounted 
for by catching up after the Federal restraints on durable goods 
manufacturing and on credit during the war. But, even allowing for 
these factors, there has been unquestionably a marked expansion in 
the use of instalment credit during the postwar period. 

To put it concisely, more people today are ready, willing, and 
able to use more consumer credit in more ways than ever before. 

For one thing there are more people. The population has grown 
by 25 million persons in the postwar decade, an increase of 18 per 
cent. The number of families has risen at an even faster rate. 

This sharply increased group of potential credit users is ready to 
borrow because of the changed attitude toward debt by the borrow- 
ers themselves, by society at large, and by lenders. There is no 
longer a stigma attached to buying on instalment credit or borrow- 
ing to meet an emergency or to achieve some desired personal goal. 
Highly competitive selling methods have persuaded consumers that 
this is the way to buy durable goods, and in fact the majority of cars 
and household appliances are bought on credit today. 

Consumers are more willing to borrow today because they desire 
to improve their standard of living. More and more of our house- 
hold heads today fit the pattern of the typical user of consumer 
credit—relatively young, head of a family with children under eight- 
een, and holding a good, steady job. A couple of generations back, 
more often than not, families saved until they could pay cash for the 
household goods they needed. Today’s young married couples are 
often impatient with this delay and prefer to get the goods they 
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need and want when they need and want them most. Everything 
from houses to the latest electric gadgets is willingly bought on 
credit, and families gladly pay something in interest and other 
charges for the privilege of getting these things now. A great many 
families find in instalment credit a type of forced saving through 
which they can acquire goods they never would have bought if they 
had had to save up in advance. 

Consumers are willing to incur debt these days because of their 
high degree of confidence in their ability to repay. An increasing 
proportion of the persons in the market for consumer goods today 
belong to the groups which entered the labor force in the war and 
postwar periods. Most of them are unscarred by the Great Depres- 
sion; for the most part, throughout their working careers they have 
experienced regular employment and steadily rising wage rates. 
Without the specter of prolonged unemployment which haunted so 
many workers in the thirties, is it any wonder that today’s worker 
is more willing to commit future income? 

This favorable work experience plus the formidable array of 
“built-in stabilizers” which soften the impact of any downturn have 
also lessened the incentive to save for a rainy day. Workers may 
often prefer to enjoy the present, and commit a larger portion of 
income to instalment payments, while they depend on unemploy- 
ment insurance, pension and welfare plans, or social security to pro- 
vide a subsistence in time of necessity. 

Consumers are better able to use instalment credit because more 
of them are good risks. Not only has work experience been more 
favorable, but incomes have risen, bringing more and more families 
into the middle-income brackets. These middle-income families ac- 
count for the bulk of consumer credit. According to a recent esti- 
mate,’ the number of consumer units with after-tax income of $4,000 
or more in constant 1955 dollars has increased 85 per cent since 
1941, against a rise of only 25 per cent in the over-all number of 
consumer units. In other words, the group with purchasing power 
equivalent to $4,000 or more at today’s prices has increased 34 times 
as fast as the general average. More than half of all consumer units 
are now in the $4,000 to $10,000 bracket. 

Many of these families have moved into income brackets where 
for the first time they are able to buy a new car, to afford a home of 
their own, to upgrade their durable goods purchases, and to com- 


1. Robinson Newcomb, “Rising Incomes Mean Bigger Markets,” Nation’s Business 
(November, 1955), p. 33. 
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mand the credit needed to satisfy these desires. Higher incomes, 
over and above basic subsistence, traditionally bring increased de- 
mand for durable goods, and at the same time bring the means to 
obtain them by increasing both current purchasing power and credit 
eligibility. 

Finally, the consumer has more ways to use credit than ever be- 
fore. Instalment credit has spread beyond the durable goods field 
where it originated. In the form of revolving credit, it is now widely 
used to finance purchases of non-durables in department stores. It is 
used extensively to finance services; today you can take a trip, send 
your son through college, or even write a check on a bank, and pay 
it back in instalments. Charge accounts have also spread; you can 
get credit cards entitling you to purchase a wide variety of goods or 
services and be billed later. Each new use, whether it be merely a 
matter of convenience or a need to spread payments over time, adds 
to the sum total of consumer credit outstanding. 

Thus, as noted earlier, more people are ready, willing, and able to 
use more consumer credit in more ways than ever before. That is a 
general explanation of the postwar expansion of consumer debt, but 
it is not sufficient to explain the dramatic upsurge in credit during 
1955. For that, we have to look to the automobile market. At the 
start of the year, automobile paper accounted for only one-third of 
total consumer credit outstanding, yet it accounted for nearly five- 
sixths of this year’s increase. 

The 1955 automobile market has been a phenomenal one. Before 
the year is out, about 7.4 million passenger cars will have been sold 
in the domestic market, 2 million more than last year and over 1 
million more than in the previous record year of 1950. There have 
been many attempts to explain why the auto market exceeded all 
expectations, including the attractive new styling, the growth of the 
two-car family, aggressive selling, and upgrading of demand. All 
probably made a contribution. But a very basic part of any analysis 
is the part played by instalment credit and easier terms. 

The liberalization of terms which took place in early 1955 was the 
outgrowth of intense competition and easy money. Average maturi- 
ties on new car loans were stretched out from about 24 months to 
roughly 30 months, and when the average is at 30 months, you can 
be sure that there is a substantial number of loans with 36-month 
maturities. Down payments shrank, both openly and through the de- 
vice of exaggerated trade-in allowances. It finally reached the point 
where a leading finance company warned that these easy terms hurt 
the dealer through taking the customer out of the market for a 
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longer period, hurt the lender by extending the risky period during 
which the borrower had little or no equity in his car, and hurt the 
consumer by making him pay out more interest. 

What happened was that people could buy new cars with less cash 
and with lower monthly payments than previously. Within the group 
which customarily tends to buy new cars, many persons presumably 
accelerated their new car purchases by a year or two because of the 
favorable terms. Even more important, dealers could now sell to a 
whole new income bracket, and they did so aggressively. People who 
previously had not been able to afford a new car now could buy one 
with payments within their means. People who ordinarily had 
bought only used cars now upgraded themselves to new cars. Such 
people may have purchased a substantial share of the million or 
more cars by which sales exceeded forecasts. But it is important to 
remember that opening up a new market, in this case tapping new 
income brackets, brings with it an initial surge of demand which is 
not ordinarily sustained. The cream has been skimmed from this 
new market created by easier terms. Unless one foresees still more 
liberal terms in 1956, this sales stimulus will be greatly diminished 
in 1956. 

Those are some of the forces behind the record-breaking rise in 
consumer credit. The next questions are to what extent these forces 
are secular, and presumably sustainable, and what are the possibili- 
ties and implications of a cyclical reversal. 

Basically, the volume of consumer credit outstanding might be 
expected to grow along with the long-term growth of population, 
consumer prices, and purchasing power. It has done that and much 
more. Credit outstanding as a percentage of disposable personal in- 
come has risen from 7.5 per cent in 1929 and 11.0 per cent in 1940 
to approximately 13 per cent at the end of 1955. 

Yet this growth in consumer credit beyond its previous peak rela- 
tionships to income is not necessarily proof that the volume out- 
standing is above a sustainable level. A good case can be made for 
the existence of a secular trend in the relationship itself. That is, 
there seems to be a tendency for consumer credit to increase over 
the long run at a faster rate than income. Many of the factors cited 
earlier as contributing to the growth of consumer credit could help 
explain such a trend, notably the shift of an increasing proportion of 
income to the middle brackets, where durable goods purchases and 
use of credit are heavier than average. There also has been a drift 
during the postwar years toward more liberal terms—a highly irreg- 
ular drift because of Regulation W and other influences, but none- 
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theless a discernible trend. Not only do more liberal terms induce 
more people to buy more on credit, but they also expand the volume 
of outstandings through raising the proportion of the purchase which 
is financed and by extending the length of time the loan is on the 
books. 

Altogether, the trend toward more intensive and extensive use of 
consumer credit in today’s economy seems well established. That 
being the case, the rise in consumer credit as a percentage of dis- 
posable income from 11 per cent to about 13 per cent over a fifteen- 
year period does not in itself appear to be grounds for alarm. Con- 
sumer credit is a growing part of our growing economy. But it still 
is not clear how much further the proportion of business done on 
credit can rise without danger. Obviously, it cannot expand indef- 
initely. But an economy characterized by high employment, steady 
work, and rising incomes can support a much larger volume of credit 
without strain than one which is erratic or depressed. In that sense, 
the sustainable level of credit depends on the nature of economic 
conditions generally. 

Similarly, the proportion of recent gains which is cyclical depends 
largely on how much of the recent advance in general economic ac- 
tivity is considered to be a boom over and above a sustainable long- 
term growth trend. Changes in income and sales patterns will do 
more to influence consumer credit than vice versa. 

Instalment credit has long been regarded as accentuating booms 
and recessions, but not as causing upturns or downturns. In revival, 
instalment credit contributes to purchasing power and helps put 
men and machines back to work. In the later stages of a boom with 
many lines bumping against the ceiling of capacity, it adds fuel to 
the fires of inflation, though in this it is not much different from 
other forms of credit. In a downturn, repayments subtract from 
badly needed purchasing power. 

In recent recessions, the supposedly deflationary force of con- 
sumer debt has not been much in evidence. In 1949, apart from 
purely seasonal influences, there was no net reduction in instalment 
credit at all, and outstandings rose steadily throughout the year. In 
1954, instalment debt repayments exceeded new credit granted in 
the early part of the year, but the dip in outstandings was only 3 
per cent or $345 million, seasonally adjusted. By late spring, the 
volume of credit was rising again and contributing to purchasing 


power several months before industrial production turned the cor- 
ner. 
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It might be argued that instalment credit contributes a cushion- 
ing effect in recessions of the 1949 and 1954 magnitude so long as 
consumers remain confident. The 95 per cent of workers who remain 
employed and even some of those who are temporarily laid off are 
enabled to keep on buying so long as both the borrower and the 
lender have confidence in the worker’s employment prospects over 
the term of the loan. The fact that, on the average, close to $2.5 bil- 
lion of new instalment credit was extended each month during 1954 
makes it clear that the sustaining force of instalment credit does not 
vanish like the dew at the dawn of economic adversity. But to make 
this possible, confidence in the limited scope and duration of the 
downturn, is essential. If a sharp drop should shatter confidence, 
consumer credit would resume its traditional role of intensifying re- 
cessions; both the reluctance to incur or extend new instalment debt 
and the continuing necessity for repayment would reduce purchas- 
ing power and retail sales. 

The stimulating effects of consumer credit are also sometimes 
overrated. The $5 billion added to purchasing power in 1955 by ex- 
pansion of instalment credit outstanding is less than 2 per cent of 
total disposable income and equal to about one week’s worth of con- 
sumer expenditures. If consumer credit remained unchanged in 1956 
—an example, not a forecast—the economy would lose this $5 bil- 
lion stimulus, but it could be made up by a general increase in wages 
of only 24 per cent or a cut in personal taxes of 15 per cent, neither 
possibility requiring an undue stretch of the imagination. 

The question of whether there is too much consumer debt is not 
answerable from the aggregates and averages. It has to get down to 
the burden on individual borrowers. Last spring, the Survey of Con- 
sumer Finances? showed us that only about one-eighth of all spend- 
ing units, or a quarter of those with instalment debt, were commit- 
ted to pay out more than 20 per cent of their income every month. 
About a third of all borrowers had liquid assets sufficient to cover 
their entire debt and another third had some bank accounts or gov- 
ernment bonds, but not the full amount of their debt. But that was 
in early 1955, and a lot of cars have been sold and credit extended 
since that time. 

We do know that in October the Survey Research Center found 
that 45 per cent of consumers had instalment debt. Roughly one- 
fourth of these found it a hardship to make instalment payments 


2. Prepared for the Federal Reserve Board by the Survey Research Center of the Uni- 
versity of Michigan. 
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and another fourth admitted that debt repayment forced them to 
postpone some other purchases. In other words, about one-fifth of 
consumers were temporarily out of the market for major purchases. 
Unfortunately no historical comparisons are available. 

A great many of these families will probably be back in the 
market again soon. One favorable feature of instalment debt is the 
rapidity with which it turns over. More than 10 per cent of the out- 
standing debt is repaid each month. The Survey of Consumer Fi- 
nances indicates that one-fourth of families with instalment debt 
early this year would have it paid off in six months or less and an 
additional two-fifths would complete payments on their debt within 
a year. Only about 7 per cent would still be paying on this debt at 
the end of 1956. A great many of these families, of course, acquire 
new debts as the existing ones are paid off; in fact, the Survey has 
found that families with debt are more inclined to incur new debt 
than those who are debt free. 

At any rate, the rapid turnover is one evidence of the soundness 
of the debt and the constant contribution of consumer credit to pur- 
chasing power. Recent reports indicate low levels of delinquencies, 
repossessions, and losses and emphasize that credit is not a problem 
at present levels of prosperity. 

Finally, we face the question of where do we go from here. It will 
take a much smaller expansion in instalment credit outstanding to 
maintain in 1956 the same volume of credit sales that we had in 
1955. In other words, a leveling-off in sales would bring a leveling- 
off in extensions of instalment credit. The volume of repayments, 
however, is mounting and should continue to do so. Thus, the net 
increase in outstandings, which is the excess of extensions over re- 
payments, should gradually decline. An automobile industry spokes- 
man has estimated that a net increase of only $1.5 billion in auto- 
mobile paper in 1956 would finance the same volume of sales that 
eaused a $4 billion increase in automobile paper during 1955. 

In the broader picture, we have seen a trend toward more exten- 
sive and more intensive use of consumer credit. The forces respon- 
sible for this trend, including concentration of income in the middle 
brackets, development of new uses, and favorable attitudes toward 
debt, appear destined to continue except in the case of a major eco- 
nomic reversal. In a favorable economic atmosphere, such as has 
characterized the postwar decade, there is a place for still further 
increases in the use of consumer credit, provided, of course, that we 
can keep the quality high. 
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FINANCIAL INTERMEDIARIES AND THE 
SAVING-INVESTMENT PROCESS* 


Joun G. GuRLEY AND Epwarp S. SHAW 


University of Maryland and Stanford University 


IT Is FASHIONABLE these days to speak of the growing institutional- 
ization of saving and investment. Rapid advances in recent years 
by pension funds, open-end investment companies, credit unions, 
and savings and loan associations, among others, have caught our 
eye. But the advance has been going on at least since the Civil War, 
and, as Raymond Goldsmith has recently shown, it was quite pro- 
nounced during the first three decades of this century. It is with 
these three decades that our paper is primarily concerned. Our 
method of analyzing financial data, however, requires explanation 
since it is based on unconventional theory. Accordingly, the first 
portions of the paper are largely theoretical. After that, we get down 
to brass tacks. 


Dericits, SEcurity IssuEs, AND GNP 


It is easy to imagine a world in which there is a high level of sav- 
ing and investment, but in which there is an unfavorable climate 
for financial intermediaries. At the extreme, each of the economy’s 
spending units—whether of the household, business, or government 
variety—would have a balanced budget on income and product ac- 
count. For each spending unit, current income would equal the sum 
of current and capital expenditures. There could still be saving and 
investment, but each spending unit’s saving would be precisely 
matched by its investment in tangible assets. In a world of balanced 
budgets, security issues by spending units would be zero, or very 
close to zero.’ The same would be true of the accumulation of finan- 

* This paper by John G. Gurley and Edward S. Shaw and the following paper by 
R. Duane Saunders were presented at a joint meeting of the American Finance Associ- 


ation and the American Statistical Association held in New York City on December 27, 
1956. The program was under the chairmanship of Robert V. Roosa, Federal Reserve 
Bank of New York. 

1. Securities might be issued by spending units to build up their financial assets or 
their holdings of existing real assets. However, in a world of balanced budgets, no spend- 
ing unit would have a met accumulation of these assets, positive or negative. 
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cial assets. Consequently, this world would be a highly uncongenial 
one for financial intermediaries; the saving-investment process 
would grind away without them. 
Financial intermediaries are likely to thrive best in a world of def- 
* icits and surpluses, in a world in which there is a significant division 
of labor between savers and investors. In the ideal world for finan- 
cial intermediaries, all current and capital expenditures would be 
made by spending units that received no current income, and all 
current income would be received by spending units that spent noth- 
ing. One group of spending units would have a deficit equal to its 
expenditures, and the other group would have a surplus equal to its 
income. And, of course, the ex post deficit would necessarily be equal 
, to the ex post surplus. In this setting, the deficit group would tend 
to issue securities equal to its deficit, and the other group would 
tend to accumulate financial assets equal to its surplus. Security 
issues and financial-asset accumulations, therefore, would tend to 
approximate GNP or the aggregate of expenditures. No more con- 
genial world than this could exist for financial intermediaries. 
Unfortunately for these intermediaries, our own economy has 
been much closer to the first than to the second world. With some 
exceptions during the past half-century, the annual security issues 
of spending units over complete cycles have averaged somewhat be- 
low 10 per cent of GNP in current prices. These issues include gov- 
ernment securities, corporate and foreign bonds, common and pre- 
ferred stock, farm and non-farm mortgages, and consumer and other 
short-term debt. We shall call these primary’ security issues. Thus, 
at the turn of the century when GNP was around $20 billion, pri- 
mary security issues ran a bit less than $2 billion per annum. In the 
late 1940’s, with a GNP of approximately $250 billion, primary is- 
sues hovered around $20 billion per annum. Dividing the half-cen- 
tury into thirteen complete cycles, we find that the average annual 
ratio of primary issues to GNP was between 7 and 10 per cent in 
nine of the cycles. The exceptional cases include World War I, 
when the ratio reached 20 per cent, the 1930’s, when the ratio fell to 
3 or 4 per cent, and World War II, when it climbed to 25 per cent. 
However, if we consider longer phases, 1897-1914, 1915-32, and 
1933-49, the ratio was between 9 and 10 per cent in each phase. 
There is sufficient strength, then, in the link between borrowing and 
“GNP to make the relationship useful for financial analysis. And 
while the ratio lies closer to zero than to 100 per cent, still it is high 
enough to permit financial intermediation to be a substantial busi- 
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THE ROLE oF FINANCIAL INTERMEDIARIES 


What is the business of financial intermediaries? They lend at one 
stratum of interest rates and borrow at a lower stratum. They re- 
lieve the market of some primary securities and substitute others— 
indirect securities or financial assets—whose qualities command a 
higher price. This margin between yields on primary and indirect 


*,: . . . . . . . o 
securities is the intermediaries’ compensation for the special services 


they supply. 

The financial institutions that fit these specifications are savings 
and loan associations, insurance companies, mutual savings banks, 
Postal Savings banks, investment companies, common trust funds, 
pension funds, government lending agencies, and others. In additio.., 
we count the monetary system, including commercial banks, as one 
among many intermediaries. It is a vitally important intermediary, 
in view of its functions and its size. But its elevated rank among in- 


termediaries does not alter the principle that the monetary system, j 


like other intermediaries, transmits loanable funds by issues of indi- 
rect financial assets to surplus units and purchases of primary se- 
curities from deficit units. The indirect financial assets, deposits and 
currency that it issues or creates, are, like the indirect financial as- 
sets issued or created by other intermediaries, substitutes for pri- 
mary securities in the portfolios of spending units. We shall return 
to this point in a few moments. 


INTERNAL AND EXTERNAL FINANCE 
OF EXPENDITURES 


In a world of balanced budgets, each spending unit’s current and 
capital expenditures would be financed entirely from its current in- 
come. Thus, aggregate expenditures in the economy would be self- 
financed or internally financed. Internal finance would be equal to 
GNP. 

In a world of deficits and surpluses, some expenditures would be 
financed externally. The extent of such financing is measured by the 
sum of the deficits (or surpluses) run by spending units. If at a 
GNP of $400 billion, the sum of all spending units’ deficits as $40 
billion, then 10 per cent of GNP is financed externally and 90 per 
cent is financed internally. 

External finance may take two forms: direct finance and indirect 
finance. The distinction is based on the changes that occur in the 
financial accounts of surplus units’ balance sheets. The finance is 
indirect if the surplus units acquire claims on financial intermedi- 
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aries.” It is direct if surplus units acquire claims on debtors that are 
not financial intermediaries.* 

While the proportion of GNP that is externally financed has not 
changed much over the past half-century, the proportion that is in- 
directly financed has risen and, of course, the proportion that is di- 
rectly financed has fallen. In short, a growing share of primary is- 
sues has been sold to financial intermediaries.* But the relative 
gainers have been the non-monetary intermediaries and the relative 
loser has been the monetary system. Now, if we look at these trends 
from the standpoint of surplus spenders, we have the following pic- 
ture: the surplus units have accumulated financial assets in annual 
amounts that, over long periods, have been a fairly steady percent- 
age of GNP. However, these accumulations have been relatively 
more and more in the form of indirect financial assets, and rela- 
tively less and less in the form of primary securities. Moreover, the 
accumulations of indirect financial assets have swung toward the 
non-monetary types and away from bank deposits and currency. 
Commercial banks and the monetary system have retrogressed rela- 
tive to financial intermediaries generally. 


A RECONSIDERATION OF BANKING THEORY 


A traditional view of the monetary system is that it determines 
the supply of money: it determines its own size in terms of mone- 
tary debt and of the assets that are counterparts of this debt on the 
system’s balance sheet. Other financial intermediaries transfer to in- 
vestors any part of this money supply that may be deposited with 
them by savers. Their size is determined by the public’s choice of 
saving media. 


2. In our empirical work, we exclude from indirect finance some kinds of claims on 
intermediaries, such as accrued expenses or even stockholder equities, that are essentially 
like debt issues of non-financial spending units. 


3. It may help to illustrate these financing arrangements. Suppose that at a GNP of 
$400 billion the sum of all spending units’ deficits is $40 billion. Suppose further that 
$40 billion of primary securities, such as corporate bonds and mortgages, are issued to 
cover the deficits. The primary securities may be sold directly to surplus spending units 
whose aggregate surplus will also be equal to $40 billion, looking at it ex post. In this 
case direct finance will take place, with surplus spenders acquiring various types of pri- 
mary securities. Alternatively, if the primary securities are sold to financial intermedi- 
aries, surplus spenders will accumulate claims on these intermediaries, indirect financial 
assets instead of primary securities. In this event we say that the expenditures repre- 
sented by the primary securities have been indirectly financed. If indirect finance occurs 
through commercial banks, surplus spenders accumulate bank deposits; if through sav- 
ings and loan associations, they acquire savings and loan shares; if through life insurance 
companies, policyholder equities ; and so on. 


4. This growth has not been steady. Indeed, it is shown later that there was retro- 
gression in intermediation from 1898 to 1921. The share of issues going to intermediaries 
rose in the 1920’s, rose further in the 1930’s, and remained high in the 1940’s. 
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As we see it, on the contrary, the monetary system is in some sig- 
nificant degree competitive with other financial intermediaries. The 
growth of these intermediaries in terms of indirect debt and of pri- 


mary security portfolios is alternative to monetary growth and in- “ 


hibits it. Their issues of indirect debt displace money, and the pri- 
mary securities that they hold are in some large degree a loss of 
assets to the banks. 

Bank deposits and currency are unique in one respect: they are 
means of payment, and holders of money balances have immediate 
access to the payments mechanism of the banking system. If money 
were in demand only for immediate spending or for holding in trans- 
actions balances, and if no other financial asset could be substituted 
as a means of payment or displace money in transactions balances, 
the monetary system would be a monopolistic supplier exempt from 
competition by other financial intermediaries. 

But money is not in demand exclusively as a means of payment. 
It is in demand as a financial asset to hold. As a component of bal- 
ances, money does encounter competition. Other financial assets can 
be accumulated preparatory to money payments, as a precaution 
against contingencies, or as an alternative to primary securities. For 
any level of money payments, various levels of money balances will 
do and, hence, various sizes of money supply and monetary system. 

The more adequate the non-monetary financial assets are as substi- 
tutes for money in transactions, precautionary, speculative, and—as 
we shall see—diversification balances, the smaller may be the money 
supply for any designated level of national income. For any level of 
income, the money supply is indeterminate until one knows the de- 
gree of substitutability between money created by banks and finan- 
cial assets created by other intermediaries. How big the monetary 
system is depends in part on the intensity of competition from sav- 
ings banks, life insurance companies, pension funds, and other inter- 
mediaries. 

Financial competition may inhibit the growth of the monetary 
system in a number of ways. Given the level of national income, a 
gain in attractiveness of, say, savings and loan shares vis-a-vis 
money balances must result in an excess supply of money. The mon- 
etary authority may choose to remove this excess. Then bank re- 
serves, earning assets, money issues, and profits are contracted. This 
implies that, at any level of income, the competition of non-mone- 
tary intermediaries may displace money balances, shift primary se- 
curities from banks to their competitors, and reduce the monetary 
system’s requirement for reserves. In a trend context, bank re- 
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serves cannot be permitted to grow as rapidly as otherwise they 
might, if non-monetary intermediaries become more attractive chan- 
nels for transmission of loanable funds. 

Suppose that excess money balances, resulting from a shift in 
spending units’ demand away from money balances to alternative 
forms of indirect financial assets, are not destroyed by central bank 
action. They may be used to repay bank loans or to buy other secu- 
rities from banks, the result being excess bank reserves. At the pre- 
vailing level of security prices, spending units have rejected money 
balances. But cannot banks force these balances out again, resuming 
control of the money supply? They can do so by accepting a reduced 
margin between the yield of primary securities they buy and the 
cost to them of deposits and currency they create. But this option is 
not peculiar to banks: other intermediaries can stimulate demand 
for their debt if they stand ready to accept a reduced markup on the 
securities they create and sell relative to the securities they buy. The 
banks can restore the money supply, but the cost is both a decline 
in their status relative to other financial intermediaries and a reduc- 
tion in earnings. 

The banks may choose to live with excess reserves rather than 
pay higher prices on primary securities or higher yields on their own 
debt issues. In this case, as in the previous two, a lower volume of 
reserves is needed to sustain a given level of national income. With 
their competitive situation improved, non-monetary intermediaries 
have stolen away from the banking system a share of responsibility 
for sustaining the flow of money payments. They hold a larger share 
of outstanding primary securities; they owe a larger share of in- 
direct financial assets. They have reduced the size of the banking 
system at the given income level, both absolutely and relatively to 
their own size, and their gain is at the expense of bank profits.® 

5. We may mention a few additional issues in banking theory. As intermediaries, 
banks buy primary securities and issue, in payment for them, deposits and currency. As 
the payments mechanism, banks transfer title to means of payment on demand by cus- 
tomers. It has been pointed out before, especially by Henry Simons, that these two 
banking functions are at least incompatible. As managers of the payments mechanism, 
the banks cannot afford a shadow of insolvency. As intermediaries in a growing economy, 
the banks may rightly be tempted to wildcat. They must be solvent or the community 
will suffer; they must dare insolvency or the community will fail to realize its poten- 
tialities for growth. 

All too often in American history energetic intermediation by banks has culminated 
in collapse of the payments mechanism. During some periods, especially cautious regard 
for solvency has resulted in collapse of bank intermediation. Each occasion that has dem- 
onstrated the incompatibility of the two principal banking functions has touched off a 
flood of financial reform. These reforms on balance have tended to emphasize bank 


solvency and the viability of the payments mechanism at the expense of bank participa- 
tion in financial growth. They have by no means gone to the extreme that Simons pro- 
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A RECONSIDERATION OF INTEREST THEORY 


It is clear from the foregoing remarks that this way of looking at 
financial intermediaries leads to a reconsideration of interest theory. 
Yields on primary securities, the terms of borrowing available to 
deficit spenders, are influenced not only by the amount of primary 


securities in the monetary system—that is, by the supply of money * 


—but also by the amount of these securities in non-monetary inter- 
mediaries—that is, by the supply of indirect financial assets created 
by these intermediaries. Suppose that savings and loan shares be- 
come more attractive relative to bank deposits, resulting in an excess 
supply of money. Now, if we suppose that the monetary system 
chooses and manages to keep the money supply constant under these 
circumstances, the excess supply of money will cause yields on 
primary securities to fall. The activities of non-monetary financial 
intermediaries, then, can affect primary yields. The same money 
supply and national income are compatible with various interest rate 


posed, of divorcing the two functions altogether, but they have tended in that direction 
rather than toward indorsement of wildcat banking. This bias in financial reform has 
improved the opportunities for non-monetary intermediaries. The relative retrogression 
in American banking seems to have resulted in part from regulatory suppression of the 
intermediary function. 

Turning to another matter, it has seemed to be a distinctive, even magic, characteristic 
of the monetary system that it can create money, erecting a “multiple expansion” of debt 
in the form of deposits and currency on a limited base of reserves. Other financial insti- 
tutions, conventional doctrine tells us, are denied this creative or multiplicative faculty. 
They are merely middlemen or brokers, not manufacturers of credit. Our own view is 
different. 4T here is no denying, of course, that the monetary system creates debt in the 
special form of money: the monetary system can borrow by issue of instruments that 
are means of payment.) There is no denying, either, that non-monetary intermediaries 
cannot create this same form of debt. They would be monetary institutions if they 
could do so. It is granted, too, that non-monetary intermediaries receive money and pay 
it out, precisely as all of us do: they use the payments mechanism. 

However,{each kind of non-monetary intermediary can borrow, go into debt, issue its 
own characteristic obligations—in short, it can create credit, though not in monetary 
form.)Moreover, the non-monetary intermediaries are less inhibited in their own style 
of credit creation than are the banks in creating money. Credit creation by non-monetary 
intermediaries is restricted by various qualitative rules. Aside from these, the main fac- 
tor that limits credit creation is the protit calculus. Credit creation by banks also is sub- 
ject to the profit condition. But the monetary system is subject not only to this restraint 
and to a complex of qualitative rules. It is committed to a policy restraint, of avoiding 
excessive expansion or contraction of credit for the community’s welfare, that is not 
imposed explicitly on non-monetary intermediaries. It is also held in check by a system 
of reserve requirements. The legal reserve requirement on commercial banks is a “sharing 
ratio” ; it apportions assets within the monetary system. The share of assets allocated to 
the commercial banks varies inversely with the reserve requirement. The proportion of 
the commercial banks’ share to the share of the central bank and Treasury is the “mul- 
tiple of expansion” for the commercial banking system. The “multiple of expansion” is 
a remarkable phenomenon not because of its inflationary implications but because it 
means that bank expansion is anchored, as other financial expansion is not, to a regu- 
lated base. If credit creation by banks is miraculous, creation of credit by other financial 
institutions is still more a cause for exclamation. 
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levels, depending upon the size of non-monetary intermediaries and 
upon the degree to which their issues are competitive with money.® 

The analysis is only a bit more complicated when we allow for 
issues of primary securities and the growth of income. Let us take 
these one at a time. At any income level, some spending units will 
have deficits and others surpluses. During the income period, the 
deficit spenders will tend to issue primary securities in an amount 
equal to their aggregate deficits. Now, if the surplus spenders are 
willing to absorb all of the issues at current yields on these securi- 
ties, there will be no tightening effect on security markets. Surplus 
spenders will accumulate financial assets, all in the form of primary 
securities, and financial intermediaries will purchase none of the 
issues. 

But this is an unlikely outcome. Ordinarily, surplus spenders can 
be expected to reject some portion of the primary securities emerg- 
ing at any level of income and demand indirect financial asSets in- 
stead, unless their preference for the latter is suppressed by a fall 
in prices of primary securities and a corresponding rise in interest 
rates charged to deficit spenders. This incremental demand for in- 
direct financial assets is in part a demand for portfolio diversifica- 
tion. (The diversification demand exists because there is generally no 
feasible mixture of primary securities that provides adequately such 
distinctive qualities of indirect securities as stability of price and 
yield or divisibility.; The incremental demand for indirect assets, 
however, reflects not only a negative response, a partial rejection of 
primary securities, but also a positive response, an attraction to the 
many services attached to indirect assets, such as insurance and 
pension services and convenience of accumulation. Part of the de- 
mand is linked to the flow of primary security issues, but another 
part is linked more closely to the level of income. 

For these reasons, then, ordinarily some portion of the primary 
issues must be sold to financial intermediaries if present yields on 


6. We can reach the same conclusion by looking at the supply of and the demand for 
primary securities. The shift in demand to savings and loan shares reduces spending 
units’ demand for bank deposits by, say, an equivalent amount. Consequently, the de- 
mand by spending units for primary securities is unchanged at current yields. Also, there 
is no change in this demand by the monetary system, since we have assumed the money 
supply constant. However, there is an increase in demand for primary securities by 
savings and loan associations. So, for the economy as a whole, there is an excess de- 
mand for primary securities at current yields, which is the counterpart of the excess 
supply of money. 

Downward pressure on primary yields is exerted as long as the indirect debt of non- 
monetary intermediaries is to some degree competitive with money and as long as the 
additional demand for primary securities by these intermediaries is roughly equivalent 
to their creation of indirect debt. 
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these securities are to be defended. Assuming for the moment that 
the monetary system is the only financial intermediary, the increase 
in the money supply must be equal to the portion of primary issues 
that spending units choose not to accumulate at current yields. If 
the monetary system purchases less than this, spending units will 
accumulate the residual supply at rising interest rates to deficit 
spenders. The emergence of security issues and a diversification de- 
mand for money based on these issues means that the money supply 
must rise at a given income level to maintain current yields on 
primary securities. 

Still retaining the assumption that the monetary system is the 
only financial intermediary, we now permit income to grow. As 
money income gains, spending units demand additions to their ac- 
tive or transactions balances of means of payment. An upward trend 
in money payments calls for an upward trend in balances too. The 
income effect also applies to contingency or precautionary balances. 
If spending units are increasingly prosperous in the present, they 
feel able to afford stronger defenses against the hazards of the 
future.” 
©The combination of the income and diversification effects simply 


means that, when income is rising, a larger share of the issues must / 


be purchased by the monetary system to prevent a rise in primary 
yields) The system must supply money for both diversification and 
transactions, including contingency, balances. 

We may now introduce non-monetary intermediaries. The growth 
of these intermediaries will ordinarily, to some extent, reduce the 
required growth of the monetary system. ‘We have already presented 
the reasons for this, so it suffices to say that primary yields may 


be held steady under growth conditions even with a monetary system « 


that is barely growing, provided other intermediaries take up the 
slack. 


In summary, primary security issues depend on aggregate deficits, 


7. For periods longer than the Keynesian short run, it is hardly safe to assume that 
transactions and contingency demands for additional money balances are proportional 
to increments in the level of money income. They may be elastic to interest rates on such 
primary securities as Treasury bills and brokers’ loans. For any increment in money in- 
come, they may rise with real income. As a larger share of national income involves mar- 
ket transactions, as population moves from farms to cities, as a dollar of income is gener- 
ated with more or fewer dollars of intermediate payments, as credit practices change, as 
checks are collected more efficiently or as deposits cease to bear interest and bear service 
charges instead, one expects the marginal ratio of active balances to income to vary. 
And incremental demand for contingency balances must be sensitive not only to income, 
and perhaps to interest rates, but to the evolution of emergency credit facilities, to job 
security and social security, to an array of circumstances that is largely irrelevant in 
short-period analysis. 
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and the latter in turn are related to the income level. At any income 
level, the diversification effect of these issues means that financial 
intermediaries must grow to hold primary yields steady. If income 
is rising, too, there is an incremental demand for money and per- 
haps for other indirect assets for transactions and contingency bal- 
ances, requiring additional intermediary growth. To the extent that 
the issues of non-monetary intermediaries are competitive with 
money balances of whatever type, ihe required growth of the mone- 
tary system is reduced by the expansion of other intermediaries. 


,\. Frnanciat Aspects or Output GrowTH, 1898-1930 


“We turn now to the task of attaching empirical content to this 
theoretical structure.* Our period runs from about 1898 through 
1930. It starts with an upturn in economic activity, following the 
depression of the 1890’s. It then traces the especially high rate of 
growth in real output through 1906, the Panic of 1907 and the en- 
suing depression, and the continuance of output growth, at a re- 
duced pace, from 1909 to World War I/It covers the accelerated 
activity of the war and postwar years and the sharp downturn in 
1920-21. Finally, the homestretch of the period is characterized by 
fairly steady output growth, with minor setbacks in 1924 and 1927. 
Over the entire period, GNP in current prices rose by more than 
500 per cent, while GNP in 1929 prices grew by almost 200 per 
cent, at an average annual rate of about 3.5 per cent. 

Primary security issues,—From 1898 to 1930, the annual ratio of 
primary Security issues to GNP in current prices averaged just a 
bit more than 10 per cent.* However, the range of fluctuation in 
the annual ratios was large, from about 2 to 20 per cent. During 
years of rapid acceleration in GNP, the ratio was relatively high, 
jand this was especially true during the war years. During years of 
oo growth, the ratio dipped below its average value, but there 

as no year when primary security issues were negative. 

A steadier picture, then, is obtained when the years are grouped 
into complete cycles, as Table 1 shows. Each of these subperiods, 
of which there are nine, commences with a recovery year and ends 
with either a recession or a depression year. These subperiods are: 


8. Our empirical work was made possible by Raymond W. Goldsmith’s significant 
contributions, especially his A Study of Saving in the United States (Princeton, N.J.: 
Princeton University Press, 1955). 

9. The flow of securities is measured in issue prices. The issues are net of retirements. 
The average for the full period is the cumulated flow of securities divided by cumulated 
GNP. For the entire period, this flow was about $180 billion. In 1898, the current value 
of outstanding primary securities was between $35 and $40 billion. 
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1898-1900, 1901-4, 1905-8, 1909-11, 1912-14, 1915-21, 1922-4, 
1925-7, and 1928-30. In this way, nine ratios are obtained, each 
of which is equal to the cumulated primary issues divided by cumu- 
lated GNP during a subperiod. Leaving aside the exceptional years 
from 1915 to 1921, the ratios fall within the range of 7.1 per cent 
and 10.0 per cent, with six of them between 8.8 per cent and 10.0 
per cent. The “exceptional” ratio was 14.1 per cent. All in all, the 
series shows remarkable stability, with no evidence of an upward 
or downward trend.’® 

Direct and indirect finance—The primary security issues were 


TABLE 1 


PRIMARY SECURITY ISSUES AND GNP 
1898-1930, BY SUBPERIODS 
(In Millions of Dollars; Percentages) 


Ratio of 
Total Net Issues Alternative 

Net Issues* GNP to GNP Ratiot 
1898-1900. . 4,731 50,812 9.3 9.3 
1901-1904. . 8,603 86,174 10.0 10.0 
1905-1908....... 10,117 110,141 9.2 9.2 
1909-1911....... 9,126 98 ,081 9.3 9.3 
1912-1914. aca 9,557 109,170 8.8 8.8 
1915-1921. F 67 ,595 479 394 14.1 14.1 
1922-1924. osc) gee 244,207 7.0 7.1 
1925-1927..... 26 ,497 282 ,652 9.4 9.5 
1928-1930....... 23,196 291 ,878 7.9 8.2 


* Unadjusted for mortgage write-downs and foreclosures. 
t Net issues adjusted for mortgage’ write-downsfand foreclosures. 


directly financed through spending units or indirectly financed 
through financial intermediaries. In terms of the nine cycles, the 
indirect finance ratio—the ratio of primary securities purchased by 
intermediaries to total primary issues—commenced at 56 per cent 
and then fell slowly and steadily, with a single interruption, until 
it reached 36 per cent in 1915-21. In the next phase, 1922-24, the 


10. This is somewhat surprising in view of the large changes during the period in the 
proportion of total issues represented by each of the several types of issue. For example, 
at the turn of the century, mortgage issues were about 10 per cent of total issues, but 
the proportion grew rapidly to 25 per cent a decade later, and then to 35 per cent at 
the end of the period. On the other hand, consumer and other debt, mainly short-term 
consumer and business borrowing, moved in exactly the opposite way, from 35 per ,cent 
to about 10 per cent. United States government securities fluctuated widely as a per- 
centage of total issues. Except for the first subperiod, the ratio was negligible to 1914. 
It was 33 per cent from 1915 to 1921, and then averaged over minus 10 per cent for the 
remainder of the period. Common and preferred stock issues, with two exceptions, were 
either a bit below or above 20 per cent of total issues during each subperiod. In the 
1915-21 phase, the proportion was about 12 per cent, and it was 44 per cent from 1928 
to 1930. State and local government securities gained relative to the others during the 
period while corporate and foreign bonds, if anything, lost some ground. 
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ratio leaped to almost 80 per cent, and then fell to 65 per cent in 
1925-27, and finally to 50 per cent in 1928-30. There were two 
|downward sweeps in the series. The first covered the initial two 
decades of the period. The second, starting from a fantastically high 
level, covered most of the third decade. Because of this high start- 
ing-point, the indirect finance ratio was unusually high, on the 
average, during most of the 1920’s. From 1922 to 1929, for example, 
the ratio averaged about 65 per cent. This compares to 47 per cent 
from 1898 to 1914, and 36 per cent from 1915 to 1921. 
The direct finance ratio—the proportion of total issues purchased 
by non-financial spending units—naturally behaved in the opposite 
fashion. In 1898-1900 it began a long upward sweep, which carried 


TABLE 2 


DIRECT AND INDIRECT FINANCE RATIOS 
1898-1930, By SUBPERIODS 
(In Percentages) 


Direct Finance Ratios INDIRECT FInANCE RATIOS 

I* Ilt Illt I* Iit Ilit 
1898-1900..... - Ba 43.7 45.2 56.3 56.3 54.8 
1901-1904......... 46.0 46.0 45.9 54.0 54.0 54.1 
oe 56.7 55.0 43.3 43.3 45.0 
1909-1911 ~ aa 53.5 49.7 46.5 46.5 50.3 
1912-1914 ; 58.5 58.5 58.3 41.5 41.5 41.7 
1915-1921 ; 63.5 63.5 64.5 36.5 36.5 35.5 
1922-1924 a «Of 21.2 18.8 79.3 78.8 81.2 
1925-1927 : 35.1 25.3 34.5 64.9 64.7 65.5 
1928-1930 : 49.7 49.4 47.5 50.3 50.6 52.5 


* Unadjusted for mortgage write-downs and foreclosures. 
t Adjusted for mortgage write-downs and foreclosures. 
t Above adjustment plus adjustment for foreign purchases of primary securities. 


to the subperiod 1915-21. In the following cycle, it fell to an ex- 
tremely low level, and then rose during the remainder of the period. 
Table 2 records these trends. 

The significant finding here is the steady retrogression of finan- 
cial intermediation during the first two decades and its resurgence 
during the 1920’s. The counterpart of the retrogression was the 
growing share of primary issues absorbed by spending units, and 
the counterpart of the resurgence was the relatively low share of 
issues absorbed by spending units. 

Indirect finance and financial intermediaries——The principal in- 
termediary during the period was the monetary system, including 
Federal Reserve Banks after 1914. Up to World War I, life in- 
surance companies, mutual savings banks, and savings and loan 
associations dominated the non-monetary intermediary group. After 
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the war, land banks, management investment companies, and fed- 
eral agencies and trust funds became important. 

The main responsibility for the retrogression of financial inter- 
mediation during the first two decades, or at least up to 1915, must 
be laid at the door of the monetary system, that is, commercial 
banks. In 1898-1900, the system absorbed over 40 per cent of the 
primary issues. By 1912-14, it was purchasing less than 25 per cent 
of the issues. This relatively low share was not raised during the 
subperiod 1915-21, even with the addition of the Federal Reserve 
Banks to the monetary system. However, this perhaps is not sur- 
prising in view of the abnormally heavy issues of securities during 
these years. But the performance of the system did not improve 
from 1922 to 1930, on the average, when security issues were normal 
relative to GNP. In fact, during these years, the average annual 
share of issues taken by the system fell to 21 per cent.™ 

The group of non-monetary intermediaries purchased 15 per cent 
of total issues in 1898-1900. The share rose very slowly to 17 per 
cent just before the war, and then fell to 11 per cent in the face of 
the heavy issues of the war period. After that, the activity of these 
intermediaries was phenomenal. During 1922-24, their share jumped 
to 40 per cent, remained at about this level in the following sub- 
period, and then hit 50 per cent during the final three years of the 
period. The high indirect finance ratio during most of the 1920’s, 
therefore, was due principally to the growth of non-monetary in- 
termediation. These and the monetary trends are shown in Table 3. 

In short, the monetary system retrogressed up to World War I 
and it participated very little in the resurgence of intermediation 
after that date. 

Direct finance ratios and long-term vyields—Our theoretical 
framework suggests that there should be a positive relationship 
between the direct finance ratio and changes in interest rates on 


primary securities. We should expect interest rates to rise whenever , 


a large share of primary issues is absorbed by spending units; in 
the opposite case, when intermediation is heavy, we should expect 
falling rates. 

The direct finance ratio may be a crude indicator of changes in 
primary yields. This may be most easily seen in terms of a simple 


11. The share was a great deal higher than this, though from 1922 to 1924 and some- 
what higher from 1925 to 1927. The system purchased only 0.2 per cent of the issues 
from 1928 to 1930. However, excluding the “bad” years of 1929 and 1930, the system 
purchased only 29 per cent of the issues (from 1922 through 1928), which is much 
lower than its share from 1898 to 1904. 
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financial growth model. Assuming that non-monetary indirect as- 
sets are competitive only with money, spending units’ incremental 
demand for primary securities is: e(abY — tdY). abY is primary 
security issues, where a is the ratio of issues to aggregate deficits 
of spending units, 5 is the ratio of deficits to GNP in current prices, 
and Y is GNP in current prices. tdY expresses spending units’ in- 
cremental demand for transactions and contingency balances. At 
given interest rates, spending units will desire to purchase the pro- 
portion, e, of the residual supply of primary securities. The re- 
mainder of the issues, 1 — e, they will want sold to financial inter- 


TABLE 3 


INDIRECT FINANCE RATIOS OF SELECTED 
INTERMEDIARIES, 1898-1930, BY 
SUBPERIODS 
(In Percentages) 


Life Mutua! Savings Mngm't 

Monetary Insurance Savings and Loan Invest. Al! 

System* Companies Banks Assn’s Co’s Others 
1898-1900 : 41.3 6.7 7.7 —0.8 1.4 
1901-1904. . 38.3 8.1 5.3 0.5 1.8 
1905-1908 ie 25.6 9.7 4.2 1.6 ee . 
1909-1911...... 28.0 8.0 Re + ie 2.8 
1912-1914 me 24.4 8.2 4.0 2.8 Pe 
1915-1921 ae 24.5 4.3 ye 1.9 0.1 3.0 
1922-1924. 39.3 12.8 7.8 8.0 0.1 13.3 
1925-1927.... 26.3 13.6 6.2 7.7 1.8 9.3 
1928-1930...... 0.2 17.2 5.0 4.7 17.1 6.1 


* Includes Federal Reserve banks after 1914 


mediaries so that an equivalent amount of indirect assets for diver- 
sification balances may be accumulated. Thus, e(abY — tdY) is the 
desired incremental demand of spending units for primary securities. 
Interest rates will remain steady if the incremental realized supply 
of the securities to spending units is equal to this demand. 

Now, dividing through by abY, we have: 


Realized Direct Desired Direct 
Finance Ratio = Finance Ratio = e — g (et/ab), 


where g is the annual growth rate of GNP. When the realized ex- 
ceeds the desired ratio, interest rates will rise. When the desired 
ratio is the.larger, interest rates will fall. If we assume that the de- 
sired ratio moves within relatively narrow limits, a high realized 
ratio will generally indicate upward pressure on yields, and a low 
realized ratio will generally mean downward pressure on yields. 
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With this assumption, then, we can compare the realized ratio to 
changes in interest rates. 

Before doing this, though, we should take a moment to comment 
on the last assumption. Is it likely that the desired ratio will move 
within narrow limits? The answer is almost certainly “no” when 
we are dealing with annual data. To begin with, as we have seen, ab 
fluctuated between 2 per cent and 20 per cent during the period. 
Second, the annual growth rate of GNP was highly unstable.” 
Third, speculative demand, reflected in e, was undoubtedly quite 
high in some years and quite low in others. Finally, even annual ¢ 
may have been unstable. Consequently, a high realized ratio, for 
example, may not indicate upward pressure on interest rates be- 
cause the desired ratio may be just as high or higher. 

But, in some large degree, these problems disappear when we 
work with annual averages during complete cycles. We have pre- 
viously observed that, in these terms, ab was remarkably stable. In 
addition, fluctuations in speculative demand are likely to be 
smoothed out when annual data are averaged over a cycle. More- 
over, the growth rate of GNP is less unstable when it is expressed 
as an average annual rate during a cycle, and the same is probably 
true of ¢. The assumption, then, that the desired ratio fluctuates 
within relatively narrow limits would appear to be reasonable, pro- 
vided that annual averages for our subperiods are used. Neverthe- 
less, there is nothing to prevent the desired ratio from showing an 
upward or downward drift over long periods of time. Our results 
should be checked against this possibility. 

There is one more problem to straighten out. The interest rate 
used in this paper is the long-term yield on high-grade corporate 
bonds. This series, extending from 1900 to 1950, was recently com- 
piled by W. Braddock Hickman.” For our period, it is probably the 
best series available. However, we have experimented with other 
long-term yields and with unweighted averages of several, and the 
result; are substantially the same in every case. On the other hand, 
our results are much less satisfactory when short-term rates are 
used. There are some obvious reasons for this, and probably others 
not so obvious, but there is no time to explore them here. 

12. The first two factors may partly cancel. When g is high, ab tends to be high, too, 
and the reverse is also true. 


13. W. Braddock Hickman, Trends and Cycles in Corporate Bond Financing, National 
Bureau of Economic Research, Occasional Paper 37 (1952), pp. 34-35. The use of the 


series carries a disadvantage, since our initial subperiod, 1898-1900, cannot be used in the 
correlation analysis. 
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We may now return to the heart of the matter. We have seen that 
the (realized) direct finance ratio,"* starting at 44 per cent, rose 
almost without interruption through the sixth subperiod, 1915-21, 
at which time it was 64 per cent. It then fell sharply to 20 per cent, 
moved up to the still relatively low level of 35 per cent, and ended 
the period a little below 50 per cent. On the basis of these move- 
ments, we should expect growing upward (or diminishing down- 
ward) pressures on the long rate lasting through the phase 1915-21. 
We should then expect the rate to fall sharply in 1922-24, fall again 
but less sharply in 1925-27, and perhaps rise a little (or fall a 
little) in 1928-30. 

In a way it is embarrassing to find that the actual world is almost 
identical to this mental image of it. The average yearly changes in 
the long rate during the eight subperiods were as shown in Table 4. 
The sole interruption to the rise in the direct finance ratio during 
the first two decades came in the phase 1909-11. Over the same 
period, the only interruption to the upward trend of interest rates 


TABLE 4 
1901-1904 ; +0.017 1915-1921 ts +0.189 
1905-1908 +0.068 1922-1924 ae —0.313 
1909-1911 —0.037 1925-1927 canes —0.143 
1912-1914 +0.073 1928-1930......... +0.040 


also came in this phase. With this exception, each increase in rates 
up to the 1920’s was larger than the preceding one. This conforms 
exactly to movements in the direct finance ratio. The sharpest fall 
in rates came in 1922-24, and the next sharpest in the following 
subperiod. Again, this is in conformity with the ratio. Finally, there 
was a small upward movement in yields, as we would expect, during 
the final years of the period. 

Using the direct finance ratio as the independent variable and the 
average annual change in bond yield as the dependent one, the 
coefficient of correlation is 97.5 per cent, with a standard error of 
about one-tenth of 1 per cent. A direct finance ratio of 48 per cent 
was sufficient to hold the yield almost constant. Anything higher 
raised it, and anything lower reduced it. A change in the ratio of 5 
percentage points changed the yield by 0.05% (see Chart I). 

Some alternative models—An alternative model frequently used 


14. The ratio used here is corrected for net foreign purchases of primary securities 
(see Table 2, ratio IIT). 


15. The estimating equation is: average annual change in bond yield — —0.50 
+1.04049 (direct finance ratio). 
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is that which relates the income velocity of the money supply to — 


interest rates. Aside from some basic difficulties with this model, 
which we have discussed elsewhere, it is not likely to be useful 
under growth conditions, especially when non-monetary intermedia- 
tion is important. For one thing, under ordinary circumstances, the 
money supply has to grow relative to national income to keep in- 
terest rates stable. This is because primary security issues tend to 
force rates up unless a portion of the issues is sold to the monetary 
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system. Moreover, the money supply growth required to stabilize 
interest rates depends on the growth of other indirect assets that 
are competitive with money. If non-monetary intermediaries are 
growing rapidly, it is perfectly possible for money supply growth to 
lag behind income growth without any adverse effects on security 
markets. 

There is a good example of this in our period, from 1922 to 1929 
or 1930. In the subperiod, 1922-24, income velocity averaged 3.63. 
It was 3.67 in the next phase, and 3.74 from 1928 to 1930. Over 
these years, income velocity was higher than it was during any other 
phase of the full period with the exception of the war years. And 
yet these high and rising velocities were compatible with downward 
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trends in interest rates over most of this decade. The reason is sim- 
ply that non-monetary intermediaries grew so rapidly that the re- 
quired growth of the monetary system was sharply reduced. Finan- 
cial analysis cannot stop with the money supply when other indirect 
assets are of growing importance. 

Nevertheless, as other investigators have discovered, there was a 
fairly good relationship between income velocity and interest rates 
during the period 1900 to 1930, in spite of the negative correlation 
between the two variables during most of the 1920’s. But the re- 
lationship is much less impressive than the one presented above, 
especially when one views the 1920’s as the crucial decade, the 
decade of rapid growth in non-monetary intermediation (see Chart 
II). 

The link between velocity and yields is weakened, moreover, 
when time deposits are included in the money supply. In fact, in 
this case, a negative correlation for most of the period is evident 
(see Chart III). Finally, the relationship between marginal velocity 
and the change in yields is not very close, whether time deposits are 
included in or excluded from the money supply (see Charts IV and 
V). 

Briefly, then, we have obtained the best results when account is 
taken of primary security issues and the growth of all intermediaries, 
including the monetary system. The two familiar variables, the 
money supply and national income, form only a part of the total 
picture. 














THE DEVELOPMENT OF THE FLOW OF INSTITUTIONAL 
SAVINGS IN THE ANALYSIS OF TREASURY 
BORROWING PROBLEMS 


R. DUANE SAUNDERS* 


U.S. Treasury Department 


OVER A PERIOD of years the Treasury Department staff has devoted 
a great deal of study to the savings function in our economy. This 
afternoon I would like to trace the development of this work. This 
is not intended in any way to represent a critique of Treasury debt 
management policy. It is rather an attempt to trace the develop- 
ment of a method of analysis which has proved useful in providing 
essential background for those who make the policy decisions. 

As a practical utilization of applied economics these studies date 
back to the beginning of World War II. The borrowing experience 
of the Treasury in World War I was of little assistance in these 
studies. In that earlier war few attempts were made to analyze 
carefully the many different types of markets for government se- 
curities. Therefore this concern with sources of funds for federal 
borrowing was new and called for considerable analytical pioneer- 
ing in theory and practice to meet the financing needs of the largest 
and most expensive war in history. 

The Treasury staff work on the sources of funds for war financing 
was formulated within a flow of funds system. All of us who have 
worked with the flow of funds welcome the appearance of Federal 
Reserve’s new “Flow of Funds in the United States.” This formali- 
zation of the flow of funds system into a recognized body of statis- 
tical data will be of help not only in providing the best background 
data available, but also in solving a large part of the difficulties in 
terminology and definition. The Federal Reserve’s study was a log- 
ical outgrowth of problems that have faced economists, statisticians, 
government and business officials over a long period of years. 

As a general principle I would characterize flow of funds analy- 
sis as an institutional approach to economic problems; this was 
certainly the case with the Treasury staff studies. Insurance com- 


* The opinions in this paper are personal and do not necessarily reflect the views of 
the United States Treasury Department. This caveat is presumptuous when coming 
from the staff level, but this type of note is also institutionalized. 
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panies, mutual savings banks, and savings and loan associations are 
generally recognized as having institutional traits; after all, that is 
why they are called institutions. Within certain limits commercial 
banks also behave institutionally although their deposit-creating 
function puts them in a special class. As most of the new funds 
flowing into the financial institutions are only another facet of in- 
dividuals’ savings, the only parts of personal savings that ordinarily 
are not considered as being institutionalized are individuals’ direct 
investments. But even in this never-never land of the individual—a 
more appropriate name would be the “residual’”—certain established 
patterns can be found. 

In the flow-of-funds approach non-financial corporations, state 
and local governments, and the federal government are also treated 
within an institutional framework. Thus all the transactions of each 
economic group are recorded in a single set of accounts rather than 
being scattered over the various income and product accounts. This 
treatment is particularly helpful in wartime, for example, when 
capital outlays and production for civilian consumption are limited. 

The flow-of-funds system has been used by the Treasury staff as 
a complement to the national income accounts. It sets forth, for each 
economic group, the financial relationships involved in the produc- 
tion and income stream as well as the regular factors that are cov- 
ered in the gross national product accounts. The problems of the 
Treasury and financial institutions include these financial relation- 
ships—relationships which cannot be measured solely in terms of 
the volume of output. 

Furthermore in the problems facing the Treasury and others in 
the financial community an analysis of the “net” flows of income 
has not been sufficient. The Treasury sells securities on a “gross” 
basis and the results of these “gross” sales can only be interpreted 
after considering many other factors. For example, savings banks 
do not acquire deposits, mortgages, corporate issues, and Treasury 
securities on a “net” basis. These “nets” are made up of a whole 
complex of deposits, withdrawals, purchases, sales, maturities, and 
amortizations. 

These practical problems became evident in late 1941 and early 
1942, as the Treasury staff became more and more concerned with 
the financial aspects of defense and war mobilization. Some initial 
studies were undertaken of the flow of income, investments, savings, 
and expenditures with the idea of assisting Treasury officials in 
seeing how these fundamental factors might be altered through fiscal 
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and monetary means so as to bring about a better balance between 
the supply of goods available for civilian use and the income press- 
ing on that supply. Of special interest was the expectation that the 
Treasury was going to have to borrow perhaps as much as $40 
billion during the next fiscal year (actually the debt increased by 
almost $65 billion in the fiscal year 1943). As the federal debt in 
December, 1941, was only about $60 billion, many people, includ- 
ing some of the Treasury consultants, felt that a borrowing program 
of this magnitude could not be successful. It was suggested, there- 
fore, that a research group be established to undertake studies 
which would assist Treasury officials in their search for a solution 
to the many problems involved. It was also suggested that a con- 
sultant committee of representatives from other Departments be 
established. 

On December 6, 1941, the day before Pearl Harbor, the Secretary 
of the Treasury wrote to the heads of the Board of Governors of 
the Federal Reserve System, the Bureau of the Budget, the Na- 
tional Resources Planning Board, the Supply Priorities and Alloca- 
tions Board, the Securities and Exchange Commission, the Office of 
Price Administration, the Office of Production Management, and 
the Departments of Agriculture, Commerce, and Labor. In his let- 
ters he said “. . . the Treasury Department desires to establish more 
effective liaison with other departments on technical research work 
relating to national income, civilian consumption, savings and in- 
vestment, defense expenditures, prices, and related matters” and 
requested that the agencies “designate one or more persons from 
your staff to maintain liaison with the Treasury. . . .” The response 
of the other government departments was prompt, and a number of 
the most competent people in this field at the time were nominated 
by their agency heads to assist the Treasury in this important 
work.” 

1. The original roster of members included Walter Louchheim, Gerhard Colm, A. F. 
Hinrichs, Arnold Tolles, Frank Garfield, Milton Gilbert, Morris Copeland, Richard 
Gilbert, Alvin Hansen, Thomas Blaisdell, Stacy May, and F. L. Thomsen. In addition, 
as the studies took form, staff members drew on the services of Raymond Goldsmith, 
E. A. Goldenweiser, William Salant, Louis Paradiso, Irwin Friend, Robert Nathan, 
Simon Kuznets, Grover Ensley, Arthur Smithies, and many others. 

Under the general supervision of George Hass, Wesley Lindow was assigned to the 
task of setting up the project. Mr. Lindow and Robert Mayo, also with Richard Breithut 
in the first year, were primarily responsible for the continuing development of the 
studies. The advice of others on the regular staff and the Treasury consultants was 
also sought. Among these were Henry Murphy, Sidney Tickton, Murray Shields, Donald 
Woodward, Jacob Viner, Milton Freidman, Walter Stewart, Oscar Gass, Edmund 


Daggit, Elizabeth Eaton, Russell Reagh and Lawrence Seltzer. I am sure there were 
many others. 
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The Treasury study group drew up a set of tables for the fiscal 
year 1943 in which the key table had the rather frightening title of 
“Analysis of the Disequilibrium Implicit in the Estimated Flow of 
Goods and Services and the Estimated Application of Income to 
Various Uses.” These tables were then circulated to the staff and 
the consultant group. The first formal meeting of the committee 
was held on February 5, 1942. Prior to that time and also after 
that date the Treasury staff members were meeting informally with 
various members of the consultant committee, typically individual- 
ly, and with other interested economists to review the procedural 
method used in this so-called disequilibrium model. The consultant 
group indicated that the methodology being used by the Treasury 
staff was a suitable approach to the problem of measuring the price 
strains on the economy although individual figures in the analysis 
were subject to disagreement. With this blessing from the top tech- 
nicians the Treasury staff proceeded to develop the flow-of-funds 
approach that characterized the basic research by the Treasury in 
this field during the war-financing period. 

One of the initial difficulties was that the generally accepted meas- 
ure of output was the old concept of “National Income.” This 
concept was an inadequate base on which to develop and explain 
the war expenditure program and the borrowing potential arising 
from those expenditures. The national income accounts showed the 
net income generated but did not accurately reflect the total na- 
tional output, and in this period of national danger total output, not 
net income, was the important starting point. Similarly in studying 
the inflation problem gross income was more important than net 
income. 

At about this time the National Income Unit in the Department 
of Commerce was developing, but had not yet made public, esti- 
mates of the gross national product that were consistent with the 
national income accounts. The Department of Commerce first made 
its gross national product data publicly available in March of 1942, 
although some preliminary data had been presented at a meeting 
of the American Statistical Association in December of 1941 by 
Milton Gilbert, then head of the National Income Unit. This new 
measure of the national output quickly replaced national income in 
most of the wartime analyses. 

In the meantime the Treasury staff had gone a bit beyond the 
gross national product concept and developed what was called the 
gross income flow, which was larger than the gross national product 
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primarily through the inclusion of transfer payments. This concept 
of the gross income flow provided the primary statistical base for 
the Treasury staff work on the flow of funds during the war period. 
To obtain these gross flows of income and trace their movement 
through the economy sources and uses of funds statements were 
prepared for each economic group. For major groups such as non- 
financial corporations, government (both federal and state and 
local) and individuals, summary tables presented the salient sources 
and uses of funds. The uses of funds of one group became the 
sources for another, as, for example, corporate income taxes were 
a “use” for corporations and a “source” for government. In most 
cases this was sufficient, but not in the case of savings. A large part 
of savings, particularly of individuals, are transferred to financial 
institutions. This necessitated the development of sources and uses 
of funds statements for these institutions. Being financial institu- 
tions it was also necessary to take into consideration the purchase, 
sale, and repayment of financial claims.” 

Perhaps the most important reason for the use of the gross in- 
come flow rather than the gross national product was a very prac- 
tical problem of applied economics. The regular Treasury figures 
on federal government budget receipts, expenditures, and deficit 
were widely publicized and understood. In the gross income flow 
analysis, they could be used as components rather than technicians’ 
concepts such as “federal government purchases of goods and serv- 
ices,” etc. 

Gross income and expenditure were, of course, equal and this 
equality served not only the needs of the Treasury borrowing prob- 
lems in tracing the flow of funds, but it also was a significant aid 
in informing the top policy officials of an economic technique that 
was relatively new and unfamiliar. Later on this equality of income 
and expenditure did good service in explaining the background of 
financing programs to the huge voluntary sales force involved in 
the War Loan drives. 

The first utilization of the gross income flow resulted in what was 
termed the disequilibrium analysis. This was also called the “gap” 
or the “inflationary gap,” lively terms that were easily bandied 
about and as frequently misused as they were misunderstood. None 
of these terms was very satisfactory. The “gap” was an illusory 

2. The articles in the Annual Reports of the Secretary of the Treasury 1943 to 1946 


and the April, 1946, Treasury Bulletin summarize the wartime analyses on the gross in- 
come flow, but do not cover the analyses on financial interrelationships in any detail. 
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thing at best, existing only in the future and never in the present. 
In actual practice the “gap” was closed by increases in productivity, 
taxation, savings, prices, or some combination of them. Inherent in 
the “gap” analyses was a great deal of confusion as to how to meas- 
ure this “gap.” One method rested on a comparison of liquid sav- 
ings in the previous period with the total excess of income over 
expenditure of the following period and labeling the difference as 
“inflationary gap.” The Treasury staff felt that this was misleading 
as the previous level of liquid savings could hardly be considered 
normal when it included large amounts of impermanent savings in 
the form of currency and checking accounts which might break 
loose at any time. In fact the Treasury staff abandoned “disequili- 
brium” or the “gap” in favor of concentrating attention on the ac- 
cumulation of liquid savings in the various sectors of the economy. 

Liquid savings for the foregoing purpose were defined as that part 
of gross income remaining in the possession of individuals, corpora- 
tions, and state and local governments after payment of federal 
taxes and gross spendings on capital outlays and consumption. These 
liquid savings accumulated in the form of currency, demand de- 
posits, savings deposits in commercial banks, and federal securities 
held by non-bank investors and were grouped under a concept called 
liquid assets of non-bank investors.* With changes in the monetary 
stock and bank loans being rather minor over the war period, these 
liquid asset increases during the war primarily reflected the liquid 
savings of non-bank investors. The analyses centered on the amount 
of liquid savings going into money forms where it was felt that these 
savings were more likely to be drawn upon and added to the infla- 
tionary spending stream. 

After the exploratory work had demonstrated the feasibility of 
the sources of funds approach to the study of Treasury financing 
problems, developmental work went on through most of the calendar 
year 1942. In the First War Loan in late 1942 the sources of funds 
approach had not been developed to a point where it was useful to 
the policy-makers in establishing war loan goals. The disappointing 
results in the sales of government securities to individuals in 1942 
probably contributed significantly to the sharpening up of the 
sources of funds analysis. At any rate the sources of funds analysis 
was used to help in establishing sales goals for the Second War 
Loan. This procedure became even more marked in the Third War 
Loan and in succeeding drives. Fortunately in the war years the 


3. To avoid double counting, the liquid assets of non-financial institutions were in- 
cluded but not the deposits or savings of individuals in these institutions. 
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monthly Treasury survey of the ownership of federal securities was 
also developing a new body of factual materials that were essential 
to any sources of funds analysis of debt management problems. 
Prior to the survey of ownership no really reliable data were avail- 
able on holdings of the federal debt or on market activity. With 
this survey the Treasury and the financial community have had 
available since 1941 detailed and timely data on the changes in 
ownership of federal securities—information of a kind that does not 
exist for any other major financial area. The ownership of the fed- 
eral debt is basic to debt management and aids policy-makers in 
making the decisions that determine many of the characteristics of 
that debt, whether it is long term or short term, marketable or non- 
marketable, and also how firmly investors will hold it. 

In the later war loans the sources of funds analyses reached the 
stage of being presented in chart form. This very practical art of 
presenting economic issues in the form of pictorial narrative rather 
than dull tables and memoranda has added greatly to the effective- 
ness of staff services.* These charts and later the slides made from 
them, with an accompanying narrative, were used to show the de- 
rivations of the sales goals and to demonstrate that the money was 
there for the sales people to tap. This was found to be a very ef- 
fective way of explaining the program to the national war loan sales 
organization, and the demands on the staff time for these slide 
presentations were heavy. Similar types of slides were also used to 
present debt management background material to consultant groups 
from the financial community. This technique is still being used 
widely by the Treasury today. 

As mentioned, a great part of 1942 was devoted to working out 
certain bugs in the gross income flow concept as used by the Treas- 
ury. It became necessary for the staff to develop its own statistical 
series for many of these components. At the present time it is hard 
to realize that monthly data for important institutional groups, life 
insurance companies, mutual savings banks, and commercial banks, 
had not been developed. As long as the data needed were for annual 
or semi-annual periods, problems arose only in relation to the bad 
lag in the availability of most of the data. But when it became nec- 
essary to make projections in line with the timing of the drive 
periods of the war loans then monthly data had to be developed for 
the flow of funds and also for the income accounts. 

Detailed studies were undertaken on non-financial corporations, 


4. Lawrence Banyas of the Treasury staff was in large part responsible for the de- 
velopment of these graphic techniques. 
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taking into account their depreciation reserves, inventory move- 
ments, and the repayment of bank loans in order to measure the 
volume of funds these corporations were accumulating. Much the 
same sort of thing was done with regard to state and local gov- 
ernments. 

With background material fairly well developed in these areas 
the studies concentrated on the most difficult area of all—the ac- 
cumulation of liquid assets by individuals. Here, of course, was the 
Treasury’s toughest sales challenge, so this was where most of the 
promotional effort was expanded. 

By the middle of 1943 the sources of funds studies had been 
formalized into a regular set of accounts that were revised, virtually 
on a monthly basis, throughout the remainder of the war. Toward 
the end of the war they were aimed not only at the borrowing prob- 
lems of the Treasury but also at the postwar reconversion problems 
that were expected to arise when expenditure cutbacks began to 
affect the national economy. The amount of work that was devoted 
to these studies seems rather astounding at this time. But with the 
Treasury being concerned on a month-to-month basis with the rais- 
ing of large sums of money these continuing studies were necessary. 
After the war was over and the last of the victory loan problems 
were out of the way it was no longer essential to devote such in- 
tensive effort to these studies. 

During the war years it was possible to place a great deal of re- 
liance on the sources-of-funds approach as a forecasting device be- 
cause most of the changes that were to be expected in the economy 
were a direct result of federal expenditure and tax policy. The rest 
of the economy was largely kept neutral by allocations, rationing, 
and other direct controls. The postwar period has been characterized 
by a quite different set of conditions, where the private sectors of 
the economy have been the most volatile elements in our economic 
growth, and price movements have been freer. 

Since the war period the Treasury staff has continued to use the 
sources of funds analysis as an essential part of the background for 
Treasury financing operations. However, the frequency of the stud- 
ies has decreased, and the methodology has been streamlined. The 
very existence of a growing body of statistical information has 
simplified the analysis too. In addition, the shift in economic en- 
vironment from war to peace has cast the role of sources-of-funds 
analysis in a somewhat different light. In the postwar years it has 
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been necessary to devote more study to the supply of investments 
other than federal securities—which had a virtual monopoly in 
World War II. Mortgages, corporate and state and local securities 
now actively compete with federal issues for investor funds. During 
the war retirement rates on these obligations were important sources 
of funds, but now the expanding volume of new issues has created 
a heavy demand for funds. To ascertain these demands it has been 
necessary to explore trends in a great many factors, including con- 
struction, plant and equipment outlays, business inventories, and 
the public demand for highways and schools. 

In analyzing the supply and demand for funds, an integral part 
of the Treasury staff work has dealt with the data on investor class 
allotments of new federal issues and the changes in ownership over 
the life of each issue. Investor preferences change and that calls for 
analyses of the reasons why. The ownership patterns in federal se- 
curities and the economic climate are the stage settings within which 
decisions of policy officials are made on Treasury refundings and 
the raising of new money. 

There are two other important contributions to be made by the 
sources-of-funds technique. The first is in the making of short-term 
projections. This arises from the fact that the habits of investors in 
placing their savings with non-bank financial institutions tend to 
become institutionalized and to follow fairly regular patterns. 
Changes develop slowly and are frequently evident at an early stage 
before they become pronounced. Not only do investors’ savings 
patterns become institutionalized but the investment habits of each 
of these financial groups itself shows a tendency toward institution- 
alization. Therefore it is possible to make reasonably good projec- 
tions of the behavior of the non-bank institutions over a period of 
six months to a year. This does not mean, however, that institu- 
tional patterns are rigid. Over the years they are quite flexible. For 
example in 1939 life insurance companies had 19 per cent of their 
assets invested in federal securities, 47 per cent in 1945, and now 
only 10 per cent of their assets are so invested. Similar long-term 
shifts in emphasis are evident for other investor groups and also for 
investment outlets other than federal securities. 

The second contribution of the sources of funds approach is that 
it provides a discipline that is helpful to the staff that is studying 
savings. In government as in business, policy decisions based on 
such facts as are available are much more productive than those 
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based on random opinions. The function of a technical staff is to 
organize these facts and present them to the policy officials who 
make the decisions. Any forecast or projection necessarily goes be- 
yond a factual base and is at best subject to a wide margin of error. 
Nevertheless a disciplined, internally consistent set of accounts 
avoids some of the hazards of random projections of various eco- 
nomic factors. Given a certain set of economic assumptions, this 
technique provides a set of results that is internally consistent. 
However, the user of these techniques cannot be too frequently 
cautioned against the temptation of taking his results too literally. 
There is a marked tendency to believe in the end product numbers 
as they are cranked out of the machines and to forget that these 
results are no better than the original set of assumptions. 

The more objective side of the utilization of the sources of funds 
analysis lies in the fact that our data and background information 
on institutional behavior are becoming better year by year. We now 
have very good monthly data for life insurance companies and 
mutual savings banks, and quarterly data for the savings and loan 
associations. 

The institutional problem has another interesting facet in that a 
larger proportion of the savings of individuals is flowing into these 
non-bank institutions as time goes on and a smaller proportion is 
being retained in money forms. This institutionalization of savings 
makes the analyst’s problem somewhat easier. Also from the tech- 
nicians’ viewpoint the institutionalization of savings is increasing 
even faster as we acquire knowledge of institutional behavior in 
areas where we previously had no such knowledge. The most strik- 
ing recent example is the appearance of reasonably good financial 
data on corporate pension funds and on state and local retirement 
funds. Although these new data have presented few surprises to 
technicians who had been making their own estimates, the areas 
covered were in a “miscellaneous unknown” category only a few 
years ago. We also have better data on consumer credit, particularly 
on the gross new instalment loans and repayments. Some progress 
has been made on the gross flow of funds into mortgages and the 
amortization rates. There is even some hope for improvement in the 
data on individuals’ personal trust accounts. 

All of these improvements in basic data should serve to improve 
the lot of those who try to discern the shape of the future. How- 
ever, I doubt that their job will be any easier. In a sense each in- 
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crement of new knowledge seems to raise more new questions than 
are answered. Areas of economic activity that, in our ignorance, 
seemed simple become increasingly complex as our knowledge in- 
creases. In this we are indeed fortunate, with successive frontiers 
of knowledge reaching out toward infinity the challenge to students 
is an ever greater one. If the limits to economic knowledge were 
finite, then economics would be truly the dismal science. 














CHANGES IN THE QUALITY OF CREDIT 


THE QUALITY OF CREDIT IN BOOMS 
AND DEPRESSIONS* 


GEOFFREY H. Moore 


National Bureau of Economic Research 


THE PREVENTION of serious economic depression in the United 
States is one of the crucial problems of our generation. A depression 
that lasted several years, reduced the country’s output substantially, 
caused millions of the working population to suffer long unemploy- 
ment, sent tens of thousands of business firms into bankruptcy, and 
caused widespread delinquency on mortgage loans, instalment debt, 
and the like, would be a national catastrophe. There are a number 
of reasons for believing that the chances of such an economic dis- 
aster have been substantialy reduced. But to reduce them still 
further we need to know more than we do about the causes of se- 
vere depressions in the past, and also more than we do about con- 
ditions in the present that might, if not attended to, set the stage 
for misfortune. 

In the past few years important new historical evidence has been 
developed on the cumulating deterioration in the quality of credit 
during the period of prosperity that precedes severe depression. 
This deterioration took place in the twenties and was largely un- 
recognized at the time—but this only added to its depressing force 
when the test came. This is not to say that the deterioration in 
credit was the sole or even the main cause of the Great Depression. 
All that the evidence shows conclusively, in my opinion, is that it 
helped to make the depression much deeper and longer than it 
might otherwise have been. But that is enough to make one uneasy. 
Is a similar deterioration accompanying the present boom, and 
thereby increasing the vulnerability of the economy if a recession 
should, for one reason or another, occur? 

* This paper by Geoffrey H. Moore, was presented at a joint meeting of the American 
Finance Association and the American Statistical Association in New York City on 


December 27, 1955. The program was under the chairmanship of Wesley Lindow, Irving 
Trust Company. 


Copies of the preliminary tables documenting some of the conclusions reached in 
Mr. Moore‘s paper may be obtained on request from the National Bureau of Economic 
Research, 261 Madison Avenue, New York 16, N.Y. 
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The main argument of this paper is that this question cannot be 
answered adequately with the information now available, and that 
we should devote more effort toward providing such information. 
But before getting to that part of the story let me point to some 
things about the current situation that are disquieting. Then I shall 
review briefly the contributions that recent research has made 
toward an understanding of the circumstances underlying credit 
deterioration during a boom. Finally, I shall discuss some of the 
gaps in our current information and basic knowledge that need to 
be filled and probably can be filled by further investigation. 


THE CURRENT SITUATION 


With respect to the current situation we must concern ourselves 
with the fact that some, at least, of the economic conditions that 
have in the past been associated with credit deterioration are in 
evidence today. What are these conditions? First and foremost is a 
rapid increase in the volume of credit or debt. Second, a rapid, 
speculative increase in the prices of the assets that are bought with 
the rapidly increasing credit, such as real estate, common stocks, or 
commodity inventories. Third, vigorous competition among leaders 
for new business. Fourth, relaxation of credit terms and lending 
standards. Fifth, a reduction in the risk premiums sought or ob- 
tained by lenders. 

As I have said, some, at least, of these conditions are in evidence to- 
day in greater or less degree. There is no question, for example, about 
the extraordinarily rapid increase in debt. In this respect we have, 
in the past five years, or ten years, far outdistanced any correspond- 
ing period in the twenties. Total private debt increased 21 per cent 
between 1925 and 1930; it increased nearly three times as fast, 62 
per cent, between 1949 and 1954. In state and local government 
debt the differences are less extreme; nevertheless, the relative in- 
crease was twice as great in 1949-54 as in 1925-30 (85 per cent 
compared with 41 per cent). Changes in federal debt were modest 
in both periods: a decline of 19 per cent in 1925-30, a rise of 5 per 
cent, from a very much higher base, 1949 to 1954. 

Of course, we must reckon with changes in the general price level, 
which declined after 1925 but rose during the Korean boom after 
1949. The differences are sufficient to erase most of the difference 
between the increases in the “real” volume of private debt in the 
last five years of the twenties and the five years since 1949, leaving 
substantial increases in both periods. But price increases of certain 
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types may be an integral part of the process of debt expansion, 
which was my second point above. The fact that commodity prices 
declined during the latter half of the twenties did not prevent stock 
prices from rising, and common stock formed much of the collateral 
on which credit was advanced. Real estate prices and property ap- 
praisals also rose, at least in the earlier years of the twenties, hand 
in hand with a rising volume of mortgage credit. In the present 
boom real estate prices and mortgage debt have moved up rapidly 
too. Stock prices and stock market credit have also advanced rapid- 
ly. Commodity prices in the durable goods area have begun to rise 
in recent months, together with an inventory build-up. 

Strenuous competition among lenders for new business is the 
third type of condition associated with credit deterioration. We 
have heard a great deal recently about banks and sales finance com- 
panies competing for consumer loans; banks and insurance com- 
panies competing for term loans; and so on. Maintaining one’s 
share of the market takes on heightened importance when the mar- 
ket itself is expanding. Some of this is evident in the volume and 
character of advertising displays. For example, a consumer finance 
company recently assured its prospective customers that they would 
be troubled with “no inquiry regarding credit, income, or employ- 
ment,” thus putting lenders who still concern themselves with such 
irrelevancies in a difficult position. For similar though more extreme 
examples about lender competition we have to go back to the twen- 
ties and read about lenders’ efforts to sell mortgage bonds, foreign 
government bonds, etc. 

Such competitive pressure has a close relation to a fourth aspect 
of credit expansion, the easing of terms and relaxation of standards. 
I shall merely mention the phenomena of the three-year auto loan 
of recent vintage, the “no-no” down payment on home mortgages, 
the thirty-year mortgage, and the development of the market for 
second mortgages. Finally, there is the associated phenomenon of a 
decline in risk premiums, that is, the interest rate differentials that 
lenders obtain on loans that are below the highest grade. These dif- 
ferentials characteristically diminish during a major boom, even in 
the face of the possibility that the actual risks that are being as- 
sumed may be increasing. I believe that such a diminution has been 
fairly widespread in recent years; they measure one aspect of that 
subtle thing, business confidence. 

Now it is not my purpose to set forth a balanced appraisal of 
these developments, in which one would set against these disturbing 
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aspects others that are highly encouraging. Nor do I suggest that 
our monetary authorities are unaware of them—quite the contrary. 
My purpose is simply to emphasize that a business boom brings with 
it some potentially destructive developments, that this boom is no 
exception, and that it therefore requires watching of the most astute 
and perspicacious kind. To aid this watching we need some new re- 
search and some new statistics. 

In any appraisal of current changes of the sort I have described 
one must take into account also the various “structural” changes 
in our financial system since the twenties. Some of these provide ex- 
tremely important safeguards against financial collapse, and may 
be expected either to prevent altogether or at least to counteract the 
effects of the destructive developmnts I have mentioned. Federal 
deposit insurance, federal mortgage insurance and guaranties, SEC 
regulatory activities are frequently cited in this connection, not to 
mention the various “built-in-stabilizers” that have, of course, bene- 
ficial implications from a financial point of view. On the other hand 
it must be recognized that there are some institutional changes to 
be listed on the other side. Among these, I would mention the 
following: 

1. Certain types of financial institutions that operate in special- 
ized credit or investment markets have become important sources 
of funds yet their operations are, on the whole, under relatively 
indirect control or restraint by the central monetary authorities, 
compared with the control over the banking system. 

2. Only about one-third of the outstanding mortgage debt (1954) 
is government-underwritten—about 42 per cent of the mortgage 
debt on non-farm homes and only a small fraction of the debt on 
multi-family, commercial, and farm properties. The multi-family, 
commercial, and farm mortgages produced the highest loss rates in 
the thirties. 

3. Valuation reserves for losses on bank loans seem to be relatively 
small, at least among the large number of smaller banks, which are 
likely to experience higher loss rates. These reserves, of course, are 
not the only assets available to banks to meet losses. Nevertheless, 
the provision and use of specific reserves against losses has recog- 
nized advantages over dependence on general reserves. 

4. State and municipal borrowing has again become important, 
and is subject to relatively little control with respect to either quan- 
tity or quality. State and local revenues, on the other hand, have 
become increasingly dependent on sources (such as income and 
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sales taxes) that are likely to diminish rapidly in the event of a 
depression. 

5. The financing of business enterprise depends to a large extent 
on retained earnings. In most of the postwar years this source of 
funds has been more important than the change in bank loans, mort- 
gage loans, and new capital issues put together. But retained earn- 
ings are highly vulnerable to contraction in profits, and this source 
of financing is well outside the control of monetary authorities. 


TABLE 1 


CHANGES IN THE QUANTITY AND QUALITY OF SELECTED TYPES 
OF CREDIT—1920-29 
Aver. Percent 
AGE DEFAULT 
RATE on Bonps 
IssvED oR Fore- 


VoLuME oF Bonps CLOSURE RATE ON 
IssvED ok Loans MApE Loans Mape* 
(MrILxrons) PERCENTAGE DURING 
Type or CRepit 1920-24 1925-29 CHANGE 1920-24 1925-29 
1. Foreign Government Bond Is- 
sues rd $ 2,847 $ 3,592 + 26 18 50 
2. Domestic Corporate Bond Is- 
sues aye $10,138 $13,739 + 35 16 28 
3. Urban Home Mortgage Loanst $ 20.0 $ 41.5 +108 8 21 
4. Urban Mortgage Loans on 
Business Propertiest $ 16.3 $ 31.6 + 94 14 37 
(number of loans) 
5. Farm Mortgage Loanstf. . ; 1,320 1,299 — 2 29 17 
Sources: 
$. Soe iat etaiaeation in the Quality of Foreign Bonds Issued in the United States, 1920-30” (NBER 
50), p. 94. 


2. W. Braddock Hickman, ‘‘Corporate Bond Characteristics and Investor Experience’ (NBER, ms.). 

3 & 4. J. E. Morton, ‘‘Urban Mortgage Lending; Comparative Markets and Experience” (NBER), Tables 39, 
40, A-9, A-10, and John Lintner, ‘‘Mutual Savings Banks in the Savings and Mortgage Markets”’ (Har- 

vard University, 1948), Appendix Tables XIII-1 and XIII-2. Periods covered by latter are 1919-23 
and 1924-29. 
J. Ackerman and L. J. Norton, University of Illinois Agric. Exp. Sta. Bull. 468 (1940); S. W. Warren, 
Cornell University Agric. Exp. Sta. Bull. 726 (1939); and P. S. Eckert and O. H. Maughan, Montana State 
College Agric. Exp. Sta. Bull. 372 (1939). 

* Dollar amount that eventually went to default or foreclosure as a percentage of total amount issued or 
loaned during the period (except that farm mortgage foreclosure rate is based on number of loans). 

t Sample of loans made by life insurance companies, commercial banks, savings and loan associations, and 
mutual savings banks (Massachusetts). 

t Sample of loans made in Illinois (1921-24, 1925-28), southern New York (1922-24, 1925-29), western New 
York (1923-25, 1926-29), and Montana (1920-24, 1925-29). 
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Here again my object is not to be a prophet of gloom and doom, 
but to show that the problem of appraisal of the current boom and 
its implications is not simply a matter of adding up a series of 
credits—there are some items on the debit side as well. The better 
we know the sources of weakness as well as of strength, the better 
shall we be able to combat the weaknesses and preserve the 
strengths. What we know is, in part, what we are able to learn 
from research. Consider some of the specific contributions that re- 
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cent research has made to our understanding of the changes in the 
quality of credit during booms and depressions. 


RECENT RESEARCH CHANGES IN THE 
QUALITY OF CREDIT 


The first contribution of recent research has been toward the 
clarification of the meaning of the term “quality of credit,” as well 
as the provision of a variety of measures of it. One of the significant 
distinctions to bear in mind—one that is the source of much confu- 
sion—is the distinction between the actual (or expost) and the pro- 
spective (or ex ante) quality of credit. 

The essential element in any measure of the quality of credit is 
risk of loss. Actual loss rates, of course, can be determined conclu- 
sively only after the credits are extinguished, so that the actual 
quality of a class of credit depends on hindsight. Yet even such 
measures of quality have their limitations, since actual losses de- 
pend on the economic climate that the class of loans happens to ex- 
perience. Moreover, as the record shows, they may vary consider- 
ably depending on whether loans are deemed to terminate, say, at 
foreclosure or only upon ultimate disposal of the property in the 
case of mortgages, or at default or only upon ultimate extinguish- 
ment in the case of bonds. Prospective quality can be measured by 
the provisions that lenders make for anticipated losses, such as loss 
reserves, or by the interest differentials they are willing to accept. 
In addition, since ultimate losses are generally associated with cer- 
tain objective features of the original loan contract or the borrow- 
ers’ economic situation at the time of borrowing or later, these fea- 
tures also provide measures of quality. “Deterioration of credit 
quality” can therefore mean at least four different things: (1) a de- 
cline in actual quality, as indicated by loss rates, foreclosure rates, 
default or delinquency rates determined after the event, and with 
allowance for differences in the conditions to which the loans were 
subject; or (2) a decline in estimated quality as indicated by loss 
reserves, interest differentials, examiners’ appraisals, and the like; 
or (3) a shift toward types of loan contracts or types of borrowers 
that may be expected to involve higher delinquency or loss rates; or 
(4) a change for the worse in the economic prospects of debtors. 

None of these meanings necessarily implies a change in the stand- 
ards applied by any individual lender. Of course, that can be a fac- 
tor. The individual lender may consciously or unconsciously change 
the standards that he applies to any given class of loans, for exam- 
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ple, by increasing the average contract length, accepting smaller 
borrower equities, making more generous appraisals, etc. He may 
also change the composition of his portfolio in the direction of more 
risky classes of loans—away from the “blue chips” and toward 
“speculative” types. But the quality of credit may also change be- 
cause of a shift in the volume of business done by lenders that have 
different standards or handle different risk categories of loans. Fi- 
nancial institutions that typically engage in a riskier type of enter- 
prise may come to hardle a larger share of the total volume of 
credit. Moreover, the initiative for all such changes may not lie with 
the lending institution. Shifts in the type of borrowers seeking 
credit, or shifts in the financial position of obligors may be the re- 
sponsible factor. 

In this connection it is important to distinguish between the qual- 
ity of new credits and the quality of outstanding credit. The latter is 
influenced by the former, but in addition the quality of outstanding 
credit is influenced by that of credits extinguished and by changes 
in the quality of credits that have remained outstanding during the 
period. The quality of outstanding credit is probably the more im- 
portant variable so far as economic implications are concerned; but 
control is most likely to be exercised only over new credit. That the 
distinction is important but not always made in practice is suggested 
by John Lintner’s analysis of the mortgage lending policies of mu- 
tual savings banks during 1931-45 (Mutual Savings Banks in the 
Savings and Mortgage Markets |Harvard University, 1948]). Appar- 
ently because of the large losses they were taking on outstanding 
loans, which seemed to indicate that great risks attached to this form 
of investment, the banks failed to take advantage of the high qual- 
ity new loans that could be made and were actually being made by 
other lenders in that period. 

Enough has been said to indicate that recent work has furthered 
our understanding of the meaning of the term “quality of credit.” 
Much remains to be done, however, to analyze and clarify this com- 
plex idea, and this would not be the least contribution of further 
research in this area. 

As mentioned above, recent studies have demonstrated that there 
was a serious and widespread decline in the actual quality of credit 
during the pre-1929 boom. Five broad types of credit have been care- 
fully studied: foreign government bonds issued in this country, do- 
mestic corporate bonds, urban mortgage loans on dwellings, urban 
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mortgage loans on business properties, and farm mortgage loans.’ All 
but the last of these types of credit underwent a marked expansion 
in volume during the twenties. All but the last showed marked de- 
terioration in quality; that is, the proportion of funds advanced that 
later went to default or foreclsure (mostly after 1929) was much 
greater for advances made in the second than in the first half of the 
decade. 

Quality estimates of this sort are subject to a bias, because issues 
or loans made in the first half of the decade had several more years 
of favorable economic conditions to enjoy than those made in the 
second half—a consideration only partially offset by the fact that 
the early loans also had more time to develop trouble than the later 
ones. Many of the shorter-term notes and mortgages had been en- 
tirely repaid before the depression hit, and even on longer-term ad- 
vances the obligors had often developed larger equities. However, a 
number of tests, e.g., limiting the sample to loans outstanding at the 
beginning of the depression (which tends to produce a bias in the 
other direction) have been made to determine whether these biases 
affect the conclusion that quality deteriorated. None of them indi- 
cates that the conclusion is in doubt. 

The one type of credit that does not appear to have deteriorated 
in the twenties is farm mortgage credit, and the reason for it is sig- 
nificant. The disastrous liquidation of farm debt in 1921, which it- 
self followed a marked inflation and deterioration of farm credit 
during World War I, and the continued difficulties of the farmers 
during the twenties, kept down the volume and kept up the quality 
of new credits. 

The quality deterioration was not confined to a few lenders, to 
any one type of financial institution, to any one area of the country, 
or to any one industry. Nevertheless, there were wide variations in 
the experience of different lenders, regions, and industries. The 
study of foreign government bonds, for example, showed that at 
least two investment banking houses that carried on a large volume 
of business managed to avoid the issues that largely went to default 
in the thirties. 

Moreover, there were wide variations in the quality of different 

1. Ilse Mintz, Deterioration in the Quality of Foreign Bonds Issued in the United 
States, 1920-30 (NBER, 1950) ; W. Braddock Hickman, Corporate Bond Characteristics 
and Investor Experience (NBER, ms., 1955); John Lintner, op. cit.; J. E. Morton, 
Urban Mortgage Lending: Comparative Markets and Experience (NBER, in press) ; 


Lawrence A. Jones and David Durand, Mortgage Lending Experience in Agriculture 
(NBER, 1954). 
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types of bond issues or loan contracts as revealed by their subse- 
quent ability to resist default or foreclosure, and these differences 
persisted throughout the twenties. Part of the over-all deterioration 
in quality was due to more rapid expansion of credit issued by less 
cautious lenders, borrowed by less sound borrowers, or advanced on 
the basis of debt instruments that provided less adequate security. 

Some of the recent studies provide information on the quality of 
credits advanced in other periods than the twenties, and on the fac- 
tors that are responsible for its deterioration or improvement. For 
example, farm mortgage foreclosure rates in the twenties and thirties 
were much more serious in some regions of the country than in 
others. The responsibility can in part be laid to differences in the 
degree of inflation in land values and in mortgage debt during World 
War I. The study of Jones and Durand shows how these factors in- 
teracted to produce high rates of distress transfers of farms in states 
where land prices and debt had increased rapidly, and much lower 
rates where increases in land prices and debt had been held to mod- 
erate proportions. The eight states that had the smallest relative in- 
creases in land values and the smallest relative increases in debt 
before 1920 subsequently (1925-34) experienced foreclosures at the 
average annual rate of 21 per 1,000 mortgaged farms; but the three 
states with the greatest wartime increases in land prices and in debt 
subsequently suffered a foreclosure rate three times as high, 66 per 
1,000 farms. 

Another significant observation on the problem comes out of Hick- 
man’s study of domestic corporate bonds. A review of the ratings of 
individual issues by long-established rating agencies reveals that a 
significant proportion of outstanding issues are upgraded by the 
agencies during the prosperous phase of the business cycle and 
downgraded during the depression phase. This happens despite the 
fact that the agency ratings purport to take a long-run view, which 
ought to be independent of the upswings and downswings of business 
conditions. 

Despite this evidence of the difficulty of accurately assessing the 
prospective quality of credit, the several studies, including the one 
on bond ratings, do provide a basis for believing that the further 
development of measures of prospective quality is a promising ven- 
ture. For they have established that certain objective features of the 
loan contract and of the borrower’s economic situation at the time 
of lending are definitely associated with subsequent loss rates. Sys- 
tematic and timely information on the relevant features of loan con- 
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tracts and of the borrower’s economic condition may provide a basis 
for measuring the prospective quality of current lending in the event 
of depression. Such information may also help one to judge the ade- 
quacy of lenders’ loss reserves. 


Wuat CAN WE LEARN FROM FURTHER RESEARCH? 


The foregoing review of what recent studies have taught us about 
the quality of credit covers only a small part of the contribution to this 
subject that these studies have made. Moreover, the studies them- 
selves cover only a part of the whole field of credit. A more thorough 
appraisal of existing work is clearly needed if it is to contribute its 
full share to our understanding of booms and depressions, and the 
research needs to be extended to types of credit that have not been 
adequately covered and to bring the whole analysis forward in time 
so that, directly or indirectly, it will increase our ability to reach 
sound judgments currently about the quality of credit. The problem 
is inherently difficult and conjectural, and no amount of statistical 
data will settle the issues conclusively. But I believe that some im- 
portant new contributions can be made if we make the effort. I shall 
therefore put forward some tentative suggestions for research. They 
are tentative because we have only recently begun to explore the 
practical problem of tapping new sources of information in this field. 

1. Further exploitation of existing studies of credit quality.— 
First of all, I believe that the statistical materials utilized in the 
several studies of farm and urban mortgage loans and of corporate 
bonds provide more information with respect to this problem than 
has so far been extracted from them. For example, in some cases a 
pooling of the samples on which they are based (e.g., for urban 
mortgage loans by type of lender) may be made to provide more 
information on the factors associated with credit quality than any 
one of the individual samples. Furthermore, tests might be made to 
determine whether it is possible to construct from these data indexes 
of prospective credit quality that would have reflected changes in 
actual credit quality with tolerable accuracy in the past, and might 
be expected to do so in the future. 

2. Quality of business loans of commercial banks.——My impres- 
sion is that one of the basic sources of information on the quality of 
bank loans has not been adequately exploited from the economist’s 
point of view. I refer to the reports of the bank examiners of the 
Comptroller of the Currency, the Federal Reserve System, and the 
Federal Deposit Insurance Corporation. Until 1951 the FDIC pub- 
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lished annual summaries of examiners’ appraisals; they were discon- 
tinued after the 1951 report. If a way can be found to utilize the 
examination data to produce accurate, enlightening, and promptly 
available statistics on the quality of bank loans, the bank examina- 
tion process would serve not only its primary, and highly confiden- 
tial, function of discovering weak individual institutions, but also 
the vital public objective of appraising the stresses and strains in the 
whole structure of bank credit. 

Another source of information on the quality of bank loans that 
has never been tapped in a broad way is in the credit files of the 
banks. Here is to be found, at least in the larger or better-managed 
bank, the latest financial statement of the borrower, credit ratings 
and inquiries, the size of the credit line and the kind of accommoda- 
tion, and other information of significance to the lending officers. 
Can the contents of these files be sampled and summarized in an ef- 
fective and revealing way? Here the experience of the Robert Mor- 
ris Associates may be useful, for that is in effect what they have 
done for the purpose of obtaining financial statements of business 
firms. 

In addition there are two other sources that might be used—the 
agencies that issue credit ratings and the agencies, such as the Fed- 
eral Trade Commission and the Securities and Exchange Commis- 
sion, that obtain quarterly financial reports directly from individual 
companies. 

3. Credit ratings, financial ratios, and business failures —The 
significance of credit ratings as indicators of credit quality is sug- 
gested by their general use by banks and business firms for this pur- 
pose. One direct empirical test of their value was made in a recent 
analysis of RFC business loans, which showed that the loss rates on 
loans made to borrowers with an inferior Dun & Bradstreet rating 
at the time the loan was granted were several times as high as the 
loss rates on borrowers with a higher rating.” Yet no summary com- 
pilation showing the shifts in credit ratings of the business popula- 
tion, or of different sectors within the business population, exists. It 
would be useful to determine whether shifts in ratings foretell busi- 
ness failure or other forms of discontinuance, especially because 
failures have been a sensitive and reliable economic indicator. 

Credit ratings, of course, take into account a variety of financial 
as well as personal information about the business enterprise. Any 


2. R. J. Saulnier, N. H. Jacoby, and H. G. Halcrow, Federal Programs of Lending, 
Loan Insurance and Loan Guarantees (NBER, ms., 1955). 
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analysis of their usefulness for the purposes mentioned might well 
be supplemented by analysis of the various financial ratios that are 
commonly used to test creditworthiness. The significance of these 
ratios, and in their variation over time, is indicated in the recent 
study of RFC loans, as well as in Charles Merwin’s earlier study of 
the level and behavior of these ratios prior to business failure (Fi- 
nancing Small Corporations in Five Manufacturing Industries, 
1926-36, NBER, 1942). But further investigation is needed to de- 
termine whether, during boom periods, an increasing volume of 
credit is granted to firms with unfavorable or declining financial ra- 
tios, and whether this unduly extends the risk position of lenders. 
Some tabulations of FTC-SEC data for different-size groups of man- 
ufacturing corporations suggest that something of this sort may have 
been happening in recent years. 

It would be useful also to analyze business failures not only by 
previous credit rating or financial ratio but also by year of establish- 
ment, partly because the failure of old firms is less frequent and 
more serious than the failure of new firms, partly because failure 
rates by year of establishment would provide another measure of 
investment experience similar to loss rates on loans by year made. 

4. Quality of state and municipal bonds.—State and municipal is- 
sues have mushroomed rapidly in recent years, and in 1954 nearly 
equaled the total of all corporate bond issues. This is not only an in- 
dication of the importance of this area of credit, but also suggests 
the possibility of quality deterioration, for municipal bond defaults 
in the thirties were much more serious in the states where municipal 
debt had increased most rapidly, a point suggested by Donald Hor- 
ton back in 1937 (Long-term Debts in the United States [United 
States Department of Commerce]). This possibility is suggested too 
by the recent expansion in revenue bond financing as distinct from 
the use of general credit oblitations. The tax-exempt status of state 
and local issues likewise may contribute to overexpansion in a boom 
period, since it makes the cost of funds very low. 

A survey of characteristics of and loss experience with state and 
municipal bond issues, similar to Hickman’s corporate bond study 
but on a smaller scale, might provide a wealth of information per- 
tinent to an over-all evaluation of these issues, just as Hickman’s 
study has already done. Such a study might well include compila- 
tions of the volume, type, etc., of bond issues by rating groups, to 
provide a broad indication of the trend in the appraisals of these 
issues by rating agencies. 














300 The Journal of Finance 


5. Quality of short-term consumer credit —Significant factors as- 
sociated with the quality of consumer credit were analyzed some 
years ago by David Durand (Risk Elements in Consumer Instalment 
Financing, NBER, 1941). This study, however, was based on loan 
experience during 1935-38 and needs to be brought up to date. 

Moreover, I believe that attention should be given to the need for 
continuing surveys, at frequent intervals (say quarterly), directed 
to financial institutions, to retail stores and dealers, or to consumers 
themselves, that would provide current information on the quality 
of consumer credit. Some highly significant information of this sort 
is provided by the Survey of Consumer Finances, and there is a 
smattering of current data on the characteristics of consumer loans 
and delinquency experience. But this by no means provides a well- 
rounded and systematic view of the quality, in prospective terms, of 
consumer credit operations in this country. Better data might go far 
to resolve some of the disputes currently raging about the quality of 
consumer debt. 


The investigations briefly described above should help to accom- 
plish two things: first, to advance our knowledge of the factors that 
are associated with a deterioration in the quality of credit during a 
boom; second, to expand and improve the flow of information 
needed to apply this knowledge currently. If these attempts to meas- 
ure prospective credit quality turn out, when tested historically, to 
yield relatively inaccurate or even perverse measures of actual credit 
quality, the experiments would still serve a useful purpose. For they 
would demonstrate the limitations of our knowledge and show how 
we can be misled. If they are more successful, so much the better. In 
either case, we might expect from them some small contribution to 
our ability to prevent the excesses of overconfidence that can breed 
severe depression. 




















CHANGES IN QUALITY OF BANK CREDIT 


Donatp S. THOMPSON 
Federal Reserve Bank of Cleveland 


GEOFFREY MOORE’S THOUGHTFUL discussion of “The Quality of 
Credit in Booms and Depressions” reveals clearly the need for re- 
search on this general subject. He has pointed out how little is avail- 
able in the way of quantitative data for measuring changes in the 
quality of bank credit, particularly business loans of banks. The 
program of research proposed by the National Bureau should con- 
tribute significantly to knowledge in this field and deserves the 
wholehearted support of bankers everywhere. 

In dealing with the question of changes in quality of bank credit, 
three types of problems emerge: the first deals with the concepts or 
definition of quality; the second deals with measurement of quality 
and changes therein; and the third with the nature and validity of 
the inferences and conclusions to be drawn from the analysis of 
changes. 


CONCEPTS OF QUALITY OF BANK CREDIT 


What is meant by quality of bank credit and what are the impli- 
cations of changes in, and concepts of, quality of bank credit? 

Monetary policy, and economic policy generally, assume the ex- 
istence of a banking system able to function effectively. This means 
that banks must be in a reasonably sound condition with assets of 
reasonable value sufficient to cover liabilities and that the banks 
shall be so managed as to be able to meet the reasonable needs of 
the community and the obligations which banks have assumed. The 
assets of the bank, the credit extended by it, must be of a quality 
that will enable the bank to perform its function and meet its re- 
sponsibilities within reason at all times. The use repeatedly of the 
word “reasonable,”’ which introduces subjective evaluation into the 
discussion, merits some explanation. Bankers are hedged in by legal 
restrictions, by custom or approved practices and ethical considera- 
tions, by the nature of their obligations to depositors and stockhold- 
ers, and by their conception and acceptance of public responsibility 
arising out of the role of banking in the economy. For convenience, 
the word “reasonable” has been used to indicate the existence of 
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important limitations on the responses which banks or bankers can 
make to given situations. 

Viewing the banking processes as a whole, at least three concepts 
of quality of bank credit emerge: (1) Quality as an inherent char- 
acteristic of the internal self-sufficiency of the transaction (@) from 
the lender’s viewpoint, (5) from the borrower’s viewpoint. (2) Qual- 
ity as reflected in the contribution of the credit transaction to eco- 
nomic growth—to the flow of goods and services and income, to the 
utilization of resources and to a rising standard of living—this con- 
cept may even involve consideration of the “goodness” or “badness” 
of the contribution to society. (3) Quality as it relates to the impact 
of the credit transaction on the maintenance of economic stability. 
It should be pretty obvious that there can be conflicts among these 
three concepts with regard to standards of quality. 


MEASUREMENT OF QUALITY 


When viewed as an inherent characteristic of internal self-suffi- 
ciency, quality can be measured by the extent to which the contract 
entered into is fulfilled. First, did the lender get his money back with 
interest and on time, as provided for in the contract? Second, was 
the borrower able to make effective use of the credit and to repay 
the loan without weakening or retarding the growth of the business? 

There are two different but related tests of this kind of quality 
from the lender’s viewpoint: (1) the possibility of the loan getting 
into trouble, (2) the extent to which the trouble is apt to involve 
loss. 

The data with regard to loan difficulties or defaults on bank loans 
are not very good. The American Bankers Association publishes de- 
linquency rates on bank instalment credit for a sample of banks and, 
as Geoffrey Moore has pointed out, the FDIC has published data on 
substandard loans of insured commercial banks as appraised and 
classified by examiners for the years 1939-51, inclusive. But that 
appears to be about all. The Federal Housing Administration and 
the Veterans Administration have data on defaults on insured or 
guaranteed mortgages but not by type of lender. For most of our 
analysis, therefore, we must turn to figures on losses or charge-offs 
on loans and investments of banks. 


Loss EXPERIENCE 


Before examining loss experience on bank credit, an important 
limitation of this concept of quality should be borne in mind. Char- 
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acteristically, banks lend other people’s money. The banks are obli- 
gated to pay this money back to those who own it—the depositors— 
and this obligation has, at times, subjected banks to pressures which 
have made it impossible for the banks to continue to function in a 
normal manner. These recurring waves of financial difficulty have 
imposed on the banks forced liquidation which of itself has caused, 
or at least contributed materially to deterioration in the quality of, 
and to loss on, assets that otherwise might have been good. There- 
fore, figures on loss experience of banks as a measure of quality or 
changes in quality of bank credit may at times reflect forces not di- 
rectly related to the quality of the credit per se and must be used 
with caution. 

The Annual Report of the Federal Deposit Insurance Corpora- 
tion for 1940 contains estimates of losses sustained by the banking 
system over the seventy-five-year period from 1865 to 1940. These 
losses were estimated at about $15 billion. The figures are subject 
to limitations when they are used to measure losses on bank credit. 


_ In the first place, they include losses from defalcations. In the sec- 


ond place, they include losses from unwise or excessive investment 
in banking house. Neither of these types of losses can properly be 
attributed to inadequacies of quality of bank credit and, hence, tend 
to overstate loss on bank credit. On the other hand, the data are in- 
complete and tend to understate losses on bank credit for two rea- 
sons: (a) They do not include an unknown amount of loss incurred 
by depositors and stockholders of banks merged with, or taken over 
by, other banks to avoid formal suspension or receivership. (5) 
They do not include losses incurred by depositors, officers, and 
stockholders in the form of deposit waivers, contributions, or pur- 
chase of assets from the banks at more than their liquidating value 
in so far as such losses were not covered by reported charge-offs. 

The report of the FDIC goes on to say that it is believed that 
these losses have been substantial. 

The study reveals the following: 

1. Losses have fluctuated from year to year, both in magnitude 
and in relation to deposits or, by inference, assets. 

2. About half of the losses of the seventy-five-year period were 
taken or recorded or measured in twelve crisis years and half in the 
remaining sixty-four years. 

3. The rate of loss was six times as great in the twelve crisis years 
as in the remaining years—a little more than four times as great in 
operating banks and about fourteen times as great in closed banks. 











304 The Journal of Finance 


4. “During the four five-year post-crisis and wartime periods 
prior to Federal insurance of deposits (1879-1883, 1885-1889, 
1898-1902, 1915-1919) the average annual rate of loss to depositors 
on account of bank failures was only a very small fraction of the 
rate of loss during crisis periods, and was less than one-half of the 
rate of loss in the remaining non-crisis years. 

“Periods of severe financial crisis, in which a large proportion of 
weak banks was eliminated, have been followed by periods in which 
failures were relatively few and losses to depositors relatively slight. 
Failures were also relatively few and losses to depositors relatively 
slight during the period of rapid expansion of credit and rising prices 
from 1915 to 1920 accompanying and following the World War. 

“Charge-offs in operating banks, on the other hand, have gener- 
ally been at a high rate in the years immediately following banking 
crises.” 


THE ROLE OF THE BUSINESS CYCLE IN 
CHANGES IN QUALITY 


What are we to conclude from these figures with regard to changes 
in quality of bank credit? If loss is a criterion of quality, we must 
conclude that the single most important factor affecting changes in 
the quality of bank credit is the business cycle. This effect or influ- 
ence probably works out in at least two ways: First, the quality of 
the credit or the asset, from the lender’s viewpoint, is affected di- 
rectly by the business climate. When a loan is made, the transaction 
is probably predicated on the assumption that the economic circum- 
stances in existence at the time of making the loan will continue 
without significant change during the life of the loan, or at least that 
they will conform reasonably well to the conditions forecast or pro- 
jected for the life of the loan or credit. A change in those conditions 
obviously will affect the quality of that credit either by improving 
the income or profit position of the borrower, thus increasing his 
ability to repay, or by impairing his income or profit position, re- 
ducing his ability to repay. This type of change probably occurs to 
some degree all of the time but, for the most part, not enough to 
result in a measurable or demonstrable change in the quality of 
credit. But when economic deterioration proceeds far enough, de- 
faults on loans increase to the point where they are reflected in bank 
charge-offs. 

The second way in which the cyclical forces affect the quality of 
bank credit is through the impact of those forces on the psychology 
of the banker. During periods of prosperity the banker may become 
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infected with the optimism of the community and unconsciously re- 
lax his standards. This point is, I think, debatable,’ but the obverse 
is unquestionably true, namely, that following a period of financial 
difficulty the banker is probably more conservative, more cautious, 
and more strict in his standards of quality in the extension of credit 
so that, from the standpoint of internal self-sufficiency of the trans- 
action, his loans are of higher quality. As the FDIC report points 
out, and as loss and recovery figures for member banks show, losses 
on loans tend to be at their lowest in the years following financial 
difficulties and during periods of rapid expansion of business. Here 
again, however, it may well be that even had the banker not pursued 
a more cautious loan policy immediately following banking difficul- 
ties, the course of economic history would have resulted in his show- 
ing an equally favorable loss experience. 

In further support of the thesis that the business cycle is prob- 
ably the most significant factor affecting the changes in bank credit, 
it should be observed that following the banking difficulties of the 
thirties and the liquidation of the weak loans hanging over from that 
period in 1935 and 1936, the rate of charge-offs on loans generally 
declined throughout the subsequent period of recovery. In 1938 
there was a substantial increase in the rate of charge-offs. This was 
the year following the decline in business in 1937. From 1938 to 
1946 the rate of charge-offs declined to very low figures (for some 
years there was an actual net recovery). This was a period of busi- 
ness recovery and of wartime expansion and inflation. Following the 
short but sharp dip in business in 1945 and 1946, there was an in- 
crease in the rate of charge-offs in 1947. Following the expansion in 
business in 1947 and 1948, there was a moderately sharp drop in 
business in the first half of 1949 and charge-offs increased. Since 
1949, the loss rates on loans have remained low and fairly constant. 
There was some increase in 1953, reflecting adverse economic devel- 
opments of that year, but the increase was not very severe and the 
rate of charge-offs remained relatively low. This reflects the mild- 


ness of the business reaction of that year. Charge-offs in 1954 re- 
mained low. 


BANK EARNINGS AND LOSSES 


A study of bank operations shows that substantial differences ob- 
tain among the banks in their earnings and losses. To what extent 


1. Competitive pressures can and do, of course, force a lender to relax his standards. 


But to what extent these pressures are cyclical or cyclically related is open to some 
question. 
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do differences in earnings and losses reflect differences in quality or 
skill of management and, of course, in quality of credit extended? 

Studies of bank earnings and profits show that in the second half 
of the twenties the rate of net profits of national banks was posi- 
tively correlated with size of bank but that the rate of net earnings 
was not so*correlated (Report of Federal Reserve Committee on 
Branch, Group, and Chain Banking). This indicates that the rate of 
net charge-offs on assets was much greater for small banks than for 
large banks. During the late thirties there was a tendency for the 
rate of net earnings and profits to vary inversely by size of bank, 
the reverse of that observed for the last half of the twenties. This 
difference in experience between the late twenties and the late thir- 
ties, which presumably would indicate differences in quality of 
credit, appears te reflect the economic circumstances under which 
bankers operated. 

The figures of small banks are dominated by figures of banks in agricultural 
and rural regions, particularly in the Midwest and South. The figures of large 
banks are dominated by figures of banks in industrial and financial centers, par- 
ticularly in the North and East. During the period 1926-30 banks in the agricul- 
tural regions were still feeling the effects of post-war adjustments in agriculture. 
Many of the bank’s loans were in default and the banks were taking substantial 
losses on assets which had gone sour. Industry and finance, on the other hand, 
were active and prosperous. The large industrial banks had recovered from the 
crisis of 1920 and were happily financing the new era in which losses did not 
exist and never were to be!? 


In recent years, the country has been generally prosperous and, 
although the position of agriculture has become less favorable, it is 
unlikely that any one class of bank has been exposed to more un- 
favorable economic pressure than any other class. However, gross 
charge-offs have again tended to be higher in the small banks than 
in the large banks but recoveries on charged-off assets have also 
been higher in the small banks. 

Why these shifts from the late twenties to the late thirties and to 
the present? Are they cyclical phenomena or do they reflect under- 
lying differences in quality of bank credit? A study of the nature of 
these changes and of their underlying causes is certainly warranted 
and it is to be hoped that the National Bureau’s project will throw 
much needed light on the subject. 

Some studies conducted by the FDIC, particularly by Dr. Doro- 
thy Bacon, in the thirties lend support to the thesis that size of 


2. Donald S. Thompson, “Trends of Bank Earnings and Expenses,” Journal of the 
American Statistical Association, Vol. 33 (June, 1938), p. 331. 
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bank, per se, is not a factor in operating experience or loss. The 
studies suggest that banks operating under certain conditions appear 
to be most effective at certain optimum sizes. In some places and 
circumstances the optimum may be small, in others medium, and in 
others large. 

All of this raises a question as to the difference in the effectiveness 
of management of banks grouped according to size. Is the small op- 
erator less successful in coping with his problems than the large op- 
erator in coping with his? If the large operator is actually more skil- 
ful, does this mean that his loans are of superior quality or does his 
greater skill enable him to engage in more difficult and more compli- 
cated deals with perhaps the same net experience in the end, eco- 
nomic pressures permitting? Is the nature of the business engaged 
in by small banks different from that of the large banks, at least in 
terms of risk? The rate of loss on loans should not be dissociated 
from the net yields obtained on loans. Rates charged on loans do dif- 
fer. These differences reflect in part competitive forces, in part cus- 
tom, and in part changes in the money markets. Do they also repre- 
sent a rough attempt to appraise exposure to risk? Or do they merely 
represent customer preference? Do bankers knowingly or conscious- 
ly make loans which they believe to be more risky and therefore 
deliberately charge a higher rate as a premium for risk? To be sure 
bankers appraise some customers as better risks than others but are 
some of the “others” actually considered to be such poorer risks 
that an additional premium in the sense of a higher interest charge 
is considered necessary? Differentials in rate are frequently consid- 
ered to reflect such appraisal but the assumption needs much more 
thorough study than has been given to it heretofore. 

Here is another opportunity for the National Bureau to contrib- 
ute to our understanding of the credit process. 


OTHER FActors AFFECTING QUALITY OF LOANS 


The conclusion that changes in the general level of business and 
in the flow of income are the most important factors affecting loan 
performance does not provide a satisfactory or convincing explana- 
tion of differences in performance of individual loans. Why do some 
classes of loans show more loss than others? Why do some loans 
turn sour while, at the same time, loans of a similar kind remain sat- 
isfactory? As Geoffrey Moore has pointed out, present data do not 
provide satisfactory answers to these questions as related specifically 
to bank credit, but some clues are available. The National Bureau’s 
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studies of consumer loan and mortgage loan experience throw some 
light on the problem. 

Dr. J. E. Morton’s study of “Comparative Markets and Experi- 
ence of Mortgage Lenders,” a publication in press of the Financial 
Research Program of the National Bureau of Economic Research, 
indicates that location and type of housing and the business cycle 
have been perhaps the most important factors affecting mortgage 
loan experience. He points out that the foreclosures in the thirties 
were heaviest in the industrial areas (where the effects of the busi- 
ness recession were felt most severely) and that the losses were more 
severe in loans made at the peak of the boom than in those made 
earlier, before the boom was well under way. The study also shows, 
particularly for commercial banks, that loan experience was better 
on one- to four-family houses than on so-called income-producing 
structures. Other factors affecting mortgage loan experience were: 
(1) type of loan—whether or not amortized, (2) ratio of loan to 
value of property, (3) size of loan, (4) income of borrower or of 
borrower’s family group, (5) size of family, (6) age of borrower, 
(7) equity of borrower. 

Turning to consumer loans we find from Dave Durand’s study* 
that, as Geoffrey Moore has pointed out, differences in performance 
were influenced by: (1) length of contract, (2) per cent of down- 
payment, (3) duration of borrower’s current employment, (4) in- 
come of borrower. 

With regard to business loans of commercial banks, the picture is 
anything but clear. Here is an almost virgin and formidable field of 
investigation for the National Bureau. Some work has been done on 
the financing of small business and information is available regard- 
ing business loans made by the RFC and the Federal Reserve Banks 
but this material does not provide an adequate sample of loan ex- 
perience. The Robert Morris Associates have also done a great deal 
with industry studies and ratio analysis with a view to providing 
useful guides for lending officers. Much remains to be done in relat- 
ing standards and practices to actual loan experience. 


RECENT CHANGES IN QUALITY OF BANK CREDIT 


Has the quality of credit improved or deteriorated in recent 
years? 


Bank credit is not a commodity. It is a process that works out 


3. David Durand, Risk Elements in Consumer Instalment Financing (National 
Bureau of Economic Research, 1941). 
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over time. It is extremely difficult to measure the quality of present 
credit as of a moment of time now and compare that measurement 
with one of quality of then present credit as of another moment of 
time. Quality is measured by performance not status—by perform- 
ance over time. Nonetheless, available data can be examined for 
clues. 

1. Losses—Member banks report, semiannually, losses charged 
off on loans. The rate of charge-offs has remained low and practi- 
cally unchanged. For the first half of 1955 the loss rate for member 
banks was actually down slightly. Non-member insured banks re- 
port annually. Figures are not yet available for the last half of 1955 
for member banks nor for the full year 1955 for all insured banks. 
The probabilities are, however, that they will not show a significant 
change. 

2. Defaults or delinquencies.—As indicated earlier, the American 
Bankers Association collects figures on delinquency rates on instal- 
ment credit of a sample of banks. The rates currently are the lowest 
of the past eight years for which the data are available. The FHA 
and the VA publish information on defaults on insured and guaran- 
tied mortgage loans. The data refer to all lenders rather than to 
commercial banks. They show that defaults are higher than in other 
recent years although they declined slightly in 1955. Information is 
not available regarding delinquencies on conventional mortgage 
loans, or on business loans of banks, or on farm loans. 

3. Changes in terms.—Maturities on real estate loans have 
lengthened considerably, down payments are much lower than in the 
past, and equities are much smaller. These are factors which indi- 
cate a greater exposure to risk. The burden of payments on income 
appears to have increased somewhat in recent years. Whether these 
developments mean increased delinquencies or increased losses de- 
pends, of course, on future fluctuations in business, in employment, 
and in the flow of incomes. The reality of the lengthening of terms 
should be explored. Are loans on real estate really outstanding for 
more years or are they merely written in the original contract for 
more years? Recent studies of portfolio experience indicate that the 
average length of time the loan is on the lender’s books is consider- 
ably less than the time specified in the contract. But even that point 
is of doubtful significance. It may only reflect boom conditions in 
the real estate market. 

To what extent is credit an essential part of ownership of real 
property? How long is credit or debt necessary to sustain owner- 
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ship? What influence does nominal term have on the length of time 
credit is used to carry a particular piece of real estate? While an in- 
dividual lender may by skill or luck so manage the terms of his lend- 
ing that he sustains fewer losses than his competitor across the 
street, does he reduce the total loss experience or merely shift it? 
To what extent can the credit system avoid losses arising out of de- 
pressions when the burden of debt servicing becomes excessive in 
relation to income? To be sure, in the case of those individual loans 
that have been outstanding long enough to be well paid, down pay- 
ments can be adjusted with less risk of loss than in the case of loans 
recently made, but some loans have always just been made unless 
the economic and credit system has collapsed. Does term to matu- 
rity really have much bearing on quality of credit? 

In the case of consumer loans, we have had substantial increases 
in length of contract and reductions in down payments. On the basis 
of Durand’s studies this would suggest the possibility of greater risk 
of delinquency and of loss and a deterioration in quality. On the 
other hand, incomes are higher, which would tend to reduce the risk 
of delinquency. However, we have also had an increase in the pro- 
portion of spending units with consumer debt, and the increase ap- 
pears to have been most pronounced in units with debt in excess of 
$500. As in the case of mortgage loans, the burden of repayments of 
consumer loans appears to have increased in recent years, i.e., re- 
payments appear to be absorbing a higher percentage of disposable 
income. The burden appears to be higher among the groups with 
smaller incomes. If these groups are more susceptible to adverse 
business developments this could be a source of weakness and an in- 
dication of deterioration in quality. 

4. Changes in practices on business loans.—Little factual infor- 
mation is available regarding changes in terms and practices on bus- 
iness loans. Term lending has introduced longer maturities, whose 
increased length is probably more apparent than real. As Harry Sev- 
erson pointed out in his article on the “Economics of Allowances 
for Bad Debts on Loans Held by Commercial Banks,” a large pro- 
portion of so-called short-term business loans, or, perhaps more ac- 
curately, a large proportion of business credit, is outstanding, or 
certainly used to be outstanding, for periods longer than indicated 
by the note or loan contract itself. Improved lending practices have 
resulted in tailoring loan contracts to the requirements of the par- 
ticular business or transaction to a greater extent than heretofore. 


4. University of Cincinnati Law Review (January, 1950). 
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Increased application of sources and uses analysis and of budget 
projections for the period of the loan have undoubtedly contributed 
to a higher quality of credit. It is possible that, in consequence, busi- 
ness loans may now be written for longer terms, on the average, 
than in earlier years. Longer maturity, however, does not neces- 
sarily indicate lower quality. It may actually reflect improved lend- 
ing practices and improved quality of credit. The important point to 
be borne in mind is that very little is really known about changes in 
practices, terms, and quality of business loans of banks. Bank ex- 
aminers and supervisors with whom I have talked generally agree 
that lending practices have improved. Whether this means improved 
quality over all or merely that lenders can expend operations more 
and push their luck farther only time will tell. The story will be told 
or written largely in terms of the future course of business gener- 
ally. In the meantime, this kind of information has not been quanti- 
fied and the National Bureau could make a significant contribution 
in this field. 











